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| soe Bett Tuurston died Easter Sunday, March 25, 1951. Thus, we 
of Tue InstrruTe have lost the physical presence of the man, and 
our friend, who originally conceived and launched into being THE 
INsTITUTE OF INTERNAL AuprtTors. He, with Robert B. Milne and Vic- 
tor Z. Brink, jointly gave cooperation, out of their vision and far-sight- 
edness, toward the establishment of a heretofore undreamed-of organ- 
ization of Internal Auditors who, until then, had, as individuals, con- 
structively and efficiently served their managements, but which ser- 
vice had not before been logically recognized and accorded the accolade 
of a vital and necessary professional service. He gave deep understand- 
ing and great encouragement to an infant society in the days when a 


lack of understanding or a word of discouragement might easily have 


killed it. 


We, of Tue Instirute, who knew and worked with John Bell 
Thurston, had always called him simply John—a mark of our enduring 
regard and appreciation of the man who meant so much to all of us. 
As Tue Instirute’s first President, and as speaker, writer, and editor 
of Tue InstiruTe’s first published volume, John consistently contrib- 
uted, with constructive thought and action, toward the advancement 
of Tue Instirute. He maintained that a recognized professional basis 
for Internal Auditors was logical and necessary; and that their contribu- 
tions to the welfare and progress of whatever business organization with 
which they are associated, and to which they render constructive 


service, made the professional status obligatory. 


To tHE Memory or Joun Bett TuHursTon: 


We, of Tue Instirute, will irretrievably miss him in the world 
in which we must continue to live and function. But the impact of his 
ideas and ideals will always remain with us—they will remain as 


guiding stars for all earnest and sincere Internal Auditors. 


—Tue INstTITUTE. 
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THE PRESIDENT’S PAGE 
WE LOSE TWO GOOD FRIENDS 


E have all been saddened in recent weeks by the loss of two fel- 
low members of Tue INstirute with whom many of us had 
enjoyed very close association. 

The first of these losses was that of Harry Warthen, who died on 
February 25, 1951. Harry was the first president of the Philadelphia 
Chapter, a past director, and more recently general chairman of our 
ninth annual conference. It was in connection with this latter assign- 
ment that I came to know him best and to both admire his good qualities 
and to enjoy his friendship. We shall all miss Harry very much. 

The second loss came when we were shocked to learn that John B. 
Thurston had passed away on March 25, 1951. John’s name in Tue 
INsTITUTE is indeed a distinguished one. It was he who, with Robert B. 
Milne, first conceived the idea of forming our InstiruTe and he was 
the major spirit in bringing together the original Charter Member 
group. Shortly thereafter he became our first national president. In the 
years following, he was an active leader and writer in the field of 
internal auditing and in the broader areas of managerial control. We 
can never properly measure John’s contribution to Tue INstrruTe. 
Those of us who knew him well recognized, however, especially his 
qualities of leadership and creative thinking in this pioneer field of 
internal auditing. I think also that his unique and outstanding contribu- 
tion was his forceful and persistent presentation of the scope and 
stature of internal auditing functions,—a stand which gave us all 
increased faith and confidence in the dignity and potentialities of our 
individual professional roles. We will indeed miss the inspiration of his 
presence and enlightened leadership. I am especially sorry that he could 
not have shared with us the full experience of this tenth anniversary year. 

The passing of good friends indeed confirms that time is passing 
and that we are an INstiTruTE growing older and maturing into our 
expanded professional role. May we carry on in a manner which will 
make us worthy of the heritages we have received from members like 
Harry Warthen and John B. Thurston. 

—Victor Z. Brink. 
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THE THURSTON AWARD 


T a meeting of the Board of Directors of Tue Instirure, held in 
Milwaukee on March 31, it was voted to establish an annual prize 
for the outstanding paper in the field of internal auditing. In com- 
memoration of the late Johu B. Thurston, one of the founders of THe 
INsTITUTE OF INTERNAL AupiTors and the first national president, this 
prize will be known as The Thurston Award. Selection of the paper 
winning the award will be made each year by the National Editorial 
Committee from papers submitted to Tue Instrrure for publication 
during the period from July 1 of the preceding year to June 30 of the 
year in which the award is made. 


There are no set requirements as to subject, presentation or num- 
ber of words. Decision of the committee will be based upon general 
considerations of the originality and the value of the article as a con- 
tribution to the advancement of the philosophy, the practice and the 
literature of our profession. 


It was the decision of the Directors that the award should take the 
form of a useful item of lasting value to be selected by the committee; 
it will not be a plaque, cup or medal. The decision of the Committee 
and the presentation of the Thurston Award will be announced by the 


The first Award will be made at the forthcoming Tenth Annual 
Conference, which will be held in New York next October. Papers 
which have been submitted since July 1, 1950 and those which are 
received by the Editorial Committee or Tue Institute office up to 
July 1, 1951, will be eligible for consideration. 


It is the expectation of the directors that this award will benefit 
our membership, our profession and our publication, The Internal 
Auditor, by providing an added stimulus to the members to submit 
papers for our quarterly and by giving recognition to outstanding con- 
tributions to the literature of our profession. It is most fitting that these 
objectives be associated with the memory of John Thurston, who him- 
self contributed so much to our organization and our literature. 


The above was announced to the members in the May issue of 
the Members News Bulletin. It is reprinted here for our non-member 
subscribers who are likewise eligible to compete for the award. 
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THE S. E.C. LOOKS AT INTERNAL 
CONTROL 


By HOWARD L. KELLOGG 


Assistant Chief Accountant, Securities and Exchange Commission 


On March 27, 195i Mr. Howard L. Kellogg, Assistant Chief 
Accountant of the Securities and Exchange Commission, presented to 
the New York Chapter of Tue Instirute or INTERNAL Auprtors the 
current views of the Commission on internal check, internal auditing 
and internal control in relation to investor and public protection. They 
are based on an historical review of auditing development with emphasis 
on consideration of the adequacy of the operating system of internal 
check and control. In this view the Commission defines internal audit- 
ing as an element of internal control that, through proper planning 
and execution, may in appropriate instances be relied upon by the 
external auditor. 


Mr. Kellogg’s address is presented in full as a valuable contribution 
to a better understanding of these relationships. 


OME eight years ago Mr. Werntz, then Chief Accountant of the 

Securities and Exchange Commission, spoke before the Second 
Annual Conference of Tue INstirutTe or INTERNAL Auptirors.’ At that 
time internal auditing was just passing from an early stage of resurgence 
to a period of rapid expansion and renewed recognition. It is a pleasure 
to represent the Commission in a discussion with a group that in the 
short eight-year interval has contributed so much that is new in account- 
ing development. 


In view of the latitude permitted by the subject it is proposed 
not to suggest further avenues of progress or the details by which exist- 
ing goals might be reached, an aim that would be highly attractive, 
but rather to make a very brief review of internal control. In so doing 
the emphasis is to determine how an auditing development of mutual 
interest to internal auditors and the Commission came about with the 
intention that certain relevant standards as presently viewed by the 
Commission may thereby be explained. 





tWerntz, “Viewpoint of the S.E.C. on Internal Auditing,” 76 J. of Accountancy 470 (Dec. 1943). 
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The Commission’s governing rules as to the certification of finan- 
cial statements are contained in Article 2 of Regulation S-X. Require- 
ments relating to the representations to be contained in the certificate, 
to the audit standards to be observed and to the scope of the audit are 
specified in Rule 2-02 of the Article. It is under the latter category 
that matters pertaining to internal control are considered. As a means of 
developing the Commission’s viewpoint as to the relationship of internal 
control to the objective of investor and public protection, it may be 
helpful to explore the existing and prior rules to the extent they touch 
upon internal control. At the same time it may be useful to examine 
their antecedents as found, first, in Commission practice and, second, in 
the development of the profession. 


Prior to amendment last December, Rule 2-02 (b) of regulation 
S-X contained the following paragraph: 


“In determining the scope of the audit necessary, approp- 
riate consideration shall be given to the adequacy of the system 

of internal check and control. Due weight may be given to an 

internal system of audit regularly maintained by means of 

auditors employed on the registrant’s own staff. The (inde- 
pendent public) accountant shall review the accounting pro- 
cedures followed by the person or persons whose statements 

are certified and by appropriate measures shall satisfy him- 

self that such accounting procedures are in fact being fol- 

lowed.” 

As a part of the general revision of the Regulation announced in 
Accounting Series Release 70, this paragraph has now been deleted from 
the Rule. However, it will be readily evident to accountants familiar 
with Article 2 and with professional practice that the requirements 
and permissions as to internal control theretofore contained in the Rule 
are in no degree altered. Rule 2-02 (b) still requires in effect that 
generally accepted auditing standards form the basis of the audit and 
of the representations of the accountant expressed in the certificate 
with respect to financial statements filed with the Commission. The 
specifications contained in the omitted paragraphs form a positive part 
of requirements developed over the years, and are now permanently 
and specifically codified in the standards formally adopted by the 
public accounting profession.’ Therefore, the simplification of the Regu- 
lation by deletion of the paragraph was deemed appropriate. 


The provisions contained in the deleted paragraph are very import- 
ant. The earliest portions, which had been included in prior require- 


*Statement on Auditing Procedure No. 24 (1948), American Institute of Accountants, particularly the 
resolution adopted by the membership of the Institute. See also Internal Control (1949), a special 
report of the Institute's Committee on Auditing Procedure, and Audits by Certified Public Accountants 
(1950), a booklet prepared by the Research Department of the Institute as a successor to Examination 
of Financial Statements published in 1936 by the Institute 
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ments since January 1935,’ were those to the effect that the certifying 
independent public accountant may give due weight to the internal 
system of audit and must determine that the accounting procedures 
professed to be followed by the client are in fact being followed. It had 
been felt that only these matters pertaining to internal control might 
need explicit treatment by rule, since internal check had long since 
received definite professional recognition. 


In 1941, notwithstanding this fact, the Commission added to the 
paragraph the positive assertion that the auditor must give considera- 
tion to the adequacy of the system of internal check and control in deter- 
mining the scope of his audit.‘ In the adopting release the only comment 
of the Commission as to this extension indicated that its purpose was 
to emphasize “the importance of this basic element.” It will be recalled, 
however, that this was but one of a number of basic changes effected 
at that time in the certification requirements contained in Rule 2-02. 
The Commission pointed out that the amendments had been under 
consideration for some time, and in discussing the changes quoted rather 
extensively from its Report on Investigation, Jn the Matter of McKesson 
& Robbins, Inc. (1940). The amendment in question obviously there- 
fore was made not simply to introduce the terms “internal check” and 
“control.” It may be concluded that the change reflected the Com- 
mission’s feeling that the standards in this area were not as widely 
followed at that time as had been supposed. The amendment accord- 
ingly may be viewed as intended only to make explicit what had been 
regarded as generally accepted, to remove any indefiniteness of the then 
professional requirements and eliminate the substantial diversity of 
practice found to exist. 


It perhaps should be noted that in the days when the Commis- 
sion’s rules were first being prepared, which was some time before the 
many developments that have grown out of the organization of THE 
INSTITUTE OF INTERNAL AunirTors, there did not exist the careful delin- 
eation of terms later provided by Brink, Cloake, and others. It is from 
this quite recent development that internal check is perhaps generally 
recognized as essentially a feature of the accounting system, internal 





*For example, Form A-2 (now superseded by Form S-1), for several years the principal form in use 
under the Securities Act 1933 for the registration of securities to be sold. Like provisions existed 
in the early forms for registration and annual reports under the Securities Exchange Act of 1934. 
*Accounting Series Release No. 21. 





MR. KELLOGG is Assistant Chief Accountant for the Securities and Exchange 
Commission. Prior to his appointment to the Commission’s staff in March, 1941, he 
was engaged in public and private accounting in Chicago, Ill. and in lowa City, lowa. 
Mr. Kellogg is a graduate of the state University of lowa where he received, in 1931, 
a B.S. degree in Commerce 
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auditing as an organized, supplementary activity, and internal control 
as the broad plan, of which the other two are a part, by which man- 
agement constantly seeks the highest measure of operating efficiency. 


As a means of developing both the origin and the present status 
of the Commission’s views it may be appropriate to consider briefly 
some of the historical background contributing to the growth of reliance 
upon internal check, internal auditing, and internal control.’ Many of 
the developments relate to features which, if not seated in antiquity, at 
least trace their origin back many years, even centuries. 


Auditing, like accounting, is not only a social force but grew out 
of social as well as business problems. Taking human beings for what 
they are, it is entirely probable that internal check and auditing in 
their most primitive forms developed almost simultaneously with the 
earliest beginnings of bookkeeping. An interesting anecdote of history, 
for example, is that embezzlement, which according to Bennett is a 
strictly statutory concept, was first made a crime in England during 
the reign of Henry the Eighth (1509-1547). In any event it is clear that 
in the fourteenth, fifteenth and sixteenth centuries, if not before, a 
limited form of auditing existed in Britain.” It was largely but not 
exclusively concerned with government and the business affairs of the 
large manors then so dominant. Littleton has characterized it as “de- 
signed to verify the honesty of persons charged with fiscal, rather than 
managerial, responsibilities,” in other words, “a check upon ‘accounta- 
bility’ and nothing more.” The objective of the “audit” could only 
have been to verify the accuracy of reported collections and disburse- 
ments of funds by appropriate officers. In a sense one might say that in 
the case of the English manors, the auditing was performed by internal 
auditors; for the auditor, undoubtedly a regular employee of the lord, 
regularly examined the accounts of the receiving and disbursing officer 
and checked them against the established sources of revenues (rents, 
tolls, fees) set down in detail by a third officer.” 





*Brink, “Internal Check,” 67 J. of Accountancy 138 (1939); Internal Auditing, 1941; Managerial Con- 

trol Through Internal Auditing, 1943. See particularly the excellent discussion by Cloake in “Internal 
Check and Control as Distinguished from Internal Auditing,”” 12 New York Certified Public Account- 
ant, 616 (1942). 


*For this purpose the research of Littleton, Accounting Evolution to 1900 (1933), will be drawn upon 
considerably. 


TBennett, Fraud, Its Control Through Accounts, 1930, pp. 14-15. 


*Historians apparently find little relationship between English practices (with which this review must 
be primarily concerned) and the remarkable results achieved in the period in Italy as epitomized in the 
first treatises on double entry bookkeeping by cither Paciolo in his De Computis, published in 1494, or 
by the work of Cotrugli, completed in 1458 and published in 1573. For these treatises see Peragello, 
Origin and Evolution of Double Entry Bookkeeping, 1938. 


°0>. cit., p. 260, 264. 
Cf. Sir Walter Henley’s Tretyce off Housebandry, an excerpt of which is contained in Dicksee's 


Auditing (1902). p. 765, showing that the duties of the auditor of the thirteenth century were quite 
remarkably similar to the duties of the auditor of today. 
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Historians have related much of the early accounting history to 
the extensive commerce coming in the wake of the crusades. An essential 
change in the scope and objective of auditing no doubt occurred in the 
next period, broad social and economic changes again clearly providing 
the causative background. Thus, in the time measured very roughly by 
the seventeenth and eighteenth centuries, the environment of audit- 
ing (as identified with private business) underwent profound changes. 
In Britain as elsewhere, the craft guild type of personal production 
came to be displaced by the early forms of the factory system in which 
small owners hired workers and paid them wages to convert the owners’ 
materials to salable products in the owners’ establishments. From 
receipts and disbursements and accountability in a personification sense 
there now was introduced the factor of ownership. This carried with it 
new problems as to assets and liabilities (ownership) and profit deter- 
mination. Thus, auditing, once a process concerned with the satisfac- 
tion of accountability because of the new environment “now began 
to lay increasing emphasis upon the visual scrutiny of written records 
and the testing of entries by documentary evidence.” Perhaps the 
crowning event of the period was the replacement of hand tools by 
power driven machinery and the associated changes in agriculture, 
industry, trade and transportation beginning in England after 1760— 
the Industrial Revolution. In any event, it may well be concluded 
that the circumstances of this period established the substantial basis for 
the external auditor and, of course, the substantial need for internal 
check and control as it may be thought of today. 


For purposes of this review the next period of development might 
be considered as including the events up to the time of the consolidation 
in England in 1880 of several societies of accountants into the newly or- 
ganized Institute of Chartered Accountants in England and Wales. It 
may be said that it was in this period that the accounting profession was 
born. The background is still essentially British; for there was the 
heart and dominance of industry, trade and banking, the necessary 
ingredients for accounting opportunity. Joint-stock companies had ex- 
isted for many years and considerable impetus to their formation fol- 
lowed the experiences of the East India Company and others at the 
beginning of the seventeenth century. The really great expansion of 
these companies, however, began early in the nineteenth century. With 
this expansion also came successive waves of business failures and 
nationwide crises. The need, not to mention the cry, for controls, in- 
ternal and external, was tremendous. Huge investor losses and the 
accompanying bitterness instilled widespread demand for reform. Out 





MLittleton, of. cit., p. 265 
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of the many resulting changes in the British bankruptcy laws and laws 
dealing with business associations, there arose the British statutory 
conception of an audit by a stockholder (1844-1845) who, by holding no 
office in the concern, would be independent of the management.” This, 
however, was only slight improvement over the meager protection 
afforded by the work of the theretofore alleged auditors. The patent 
inability of lay business men to cope with the problems presented, 
despite technical assistance, rapidly advanced the cause of the truly 
expert accountants, a very small but growing group now appearing 
un the scene. It was to them that the business and investing population 
found they must turn.” These circumstances, including the founding 
of the professional societies and the bare beginnings of an auditing 
literature seem to mark the emergence of the modern independent 
auditor.” ” 


Although auditing and many of the internal corporate comple- 
ments thereof were essentially British in origin, its development in the 
United States was equally inevitable. The modern corporate form of 
business organization in which completely limited liability prevails 
came into existence in the United States about a half century before 
its full acceptance in Britain. The pressures that bring reform, how- 
ever, were not present in this country at the time they were across the 
Atlantic so that the growth of auditing here followed rather than par- 
alleled that in Britain. 


But the evolution of auditing in this country contrasts with British 
experience in other respects. In Britain the historical emphasis of audit- 
ing, from the time joint-stock companies in the seventeenth century 
began to abandon limited-life charters in favor of stock transferability, 
has always been upon shareholder control of management, upon the 
determination of the proper discharge of management’s responsibility 
to shareholders. In the United States, however, auditing evolution from 
inception to, perhaps, the early 1930’s has been largely associated with 
quite different compelling forces. These were, primarily, the influence 
of factors associated with the granting and extension of credit and 





%2[n 1862 the provision as to stock ownership was abandoned in revised legislation 


“The term “auditor” enjoyed various degrees of respect. In 1913 Dickinson in Accounting Practice 
oo eee suggested that it might be wise to abandon the term in referring to public accountants 
(p. 231) 

“Sir Laurence Halsey, Dickinson Lecturer, 1937-1938, noted that the 1845 and 1862 legislation pertained 
only to railroads, other companies not being compelled to have their accounts audited until the 
Companies Act of 1900. He added, however, that this “probably only confirmed existing practice.” 
Dickinson Lecturers in Accounting, 1943, pp. 59-60. That these optional features of the pre-1900 leg- 
islation were virtually compelling on all companies seems clear from the language of the 1845 and 
1862 Acts indicating that in the absence of contrary public notice the public could assume that 
mandatory requirements for an audit were included in charter provisions 


This marking of the beginning seems logical despite the fact that public accounting was legally 
recognized in Italy in the later part of the eighteenth century, in Uruguay in 1825 and in Argentina 
in 1836. See Raunsaville, “Some Little Known Facts About How Accountancy Got To Be What It 
Is Today.” 88 J. of Accountancy 232 (Sept. 1949). 
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banker protection in securities underwriting.” Perhaps, secondarily, 
there might be included American management’s own characteristic 
search for efficiency in carrying out its functions, a characteristic, 
indeed, that is reflected in the definition of the substantive nature of 
internal auditing as contained in the Statement of Responsibilities of 
the Internal Auditor approved July 15, 1947, by the Directors of THe 
INstITUTE OF INTERNAL AupiTors, INc.” This characteristic is also 
one that, in terms of the broad evolutionary process of, say, the last 
seventy-five years, would also seem to be reflected in the work of Amer- 
ican public accountants. 


Original association of British auditors with the stockholding 
interest, however, gave a professional character and independence to 
the auditor that was somewhat slower in recognition, if not develop- 
ment, in this country. Although the basic differences between British 
and American auditing are perhaps not as great now as they were, 
there may still be some question whether in American practice the his- 
torical approach from the management side has yet reached the same 
level of an audit of the management as in the British case where, his- 
torically, auditing the management was the starting not the ending 
point. 

With this very general background, examination of subsequent 
historical development may be confined to the more concrete progress 
in the development, or at least recognition, of internal control as an aid 
to business either directly or indirectly through its independent, exter- 
nal auditors. As early as 1902, in a Fifth Edition to his Auditing, Dick- 
see, the English author, gave very specific attention, though but a page 
of space, to the subject of internal check. He wrote: 


“General System of Internal Check. — This is a matter 
that may very profitably engage the careful attention of the 
Auditor, for not only will a proper system of internal check 
frequently obviate the necessity of a detailed audit, but it 
further possesses the important advantage of causing any 
irregularities to be corrected at once, instead of continuing 
until the next visit of the Auditor, which—even in the case 
of a continuous audit—is clearly a consideration. It is very 
probable that the Auditor will be asked to make any sugges- 
tions that may occur to him for the improvement of the exist- 
ing system of accounts, or in the case of a new undertaking 
he may be invited to prepare a system for the use of his 
clients.” (p. 36) 


After mentioning three elements that any system of internal check 
should include he observed: 





“In this connection see Mav, Twenty-Five Years of Accounting Responsibility, 1936, p. 4. 
"See 85 J. of Accountancy 468 (June 1948). 
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“With a system of accounts arranged upon these lines, a 
detailed audit is frequently unnecessary, but it is always desir- 
able that the Auditor should satisfy himself that the system 
has actually been carried out in its entirety, and sections of 
the work should be fully checked at unexpected times.” (p. 36) 


Dicksee’s auditing book had wide influence in the United States 
and two American editions thereof by Montgomery preceded Mont- 
gomery’s own authorship in the field in 1912. By that time there was a 
definite recognition by Montgomery of the fact that internal check 
was both a valuable supplement to the detailed audit then so common 
and a major factor in making the so-called balance sheet audit possible.” 


Perhaps the first mention of internal check by an authoritative 
American body was in a memorandum prepared by the American 
Institute of Accountants which appeared as “Approved Methods For 
the Preparation of Balance-Sheet Statements” published in 1917 by the 
Federal Reserve Board. In the general remarks at the end of the mem- 
orandum the following statement was made: 


“These instructions cover (Balance sheet) audits of small 
or medium-sized concerns. In large concerns having, for 
instance, tens of thousands of accounts or notes receivable, 
the detail procedure suggested would be impracticable, and 
internal check should make it unnecessary.” 


Full and complete authoritative recognition of internal check 
would appear to have come with the 1929 revision of this important 
milestone of accounting. This was again undertaken by the American 
Institute of Accountants under the title “Verification of Financial State- 
ments.” In the opening paragraph under the heading of “General 
Instructions” the following statements were made: 


“1. The scope of the work indicated in these instructions 
includes a verification of the assets and liabilities of a business 
enterprise at a given date, a verification of the profit-and-loss 
account for the period under review, and, incidentally, an 
examination of the accounting system for the purpose of ascer 
taining the effectiveness of the internal check. . . . The extent 
of the verification will be determined by the conditions in 
each concern. In some cases the auditor may find it necessary 
to verify a substantial portion or all of the transactions 
recorded upon the books. In others, where the system of 
internal check is good, tests only may suffice. The responsi- 
bility for the extent of the work required must be assumed 
by the auditor.” 


Similar comments are contained in the Institute’s successor bul- 
letin, “Examination of Financial Statements,” published in 1936. To 


“Montgomery, Auditing Theory and Practice, \st Ed., 1912, pp. 79-84. 
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the words “internal check” there were added “and control.” There was 
contained, also, an elaboration of the nature and meaning of internal 
check and control (the latter term apparently being added largely for 
its descriptive value). For the first time an indirect reference to the 
work of internal auditors was included. This is to be inferred from the 
following: “The detailed scrutiny and check of cash transactions of 
large companies can be performed more economically by permanent 
company employees. Where such a check is provided, the accountant 
will modify his program accordingly.” This observation was followed 
by the highly important injunction that, except in very small organiza- 
tions, “no examination should be regarded as taking the place of sound 
measures of internal check and control.” 


The foregoing review extends slightly beyond the initial years of 
the Commission’s existence and particularly the first rules of the Com- 
mission in which internal check and control were associated with the 
certification of financial statements. However, authoritative documents 
of this sort almost always represent codifications of a relatively high 
level of existing professional practice. This is probably also true only 
in a slightly lesser extent in the case of other literature. Thus Dicksee, 
in his first edition (1892) reproduced the standard set of audit instruc- 
tions used in the office of the then late David Chadwick, F.C.A. (after 
upwards of fifty years experience). The first four of his twenty-two 
instructions were as follows: 


“1. In commencing a new audit you should obtain a list 
of all the books kept, and of all persons authorized to receive 
or pay money and order goods. 


“2. In the case of a joint stock company, examine the 
articles and board minutes ap pen. the receipt and payment 
of money, and the drawing of checques, acceptances, &c. 


“3. Ascertain and take notes of the general system upon 
which the books are constructed, and the plan of checking the 
correctness of the accounts paid, and whether exclusively or 
generally by cheques. 


“4, Report if the accounts and vouchers are submitted 
to the board of directors by an account committee or otherwise, 
and whether they are systematically checked and certified; 
and note any discrepancies.” 


These instructions and the comments of Dicksee previously men- 
tioned are all the more remarkable in that the concept upon which 
British and early American auditing method was based was that of the 
detailed audit. 
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As Short has ably described,” there was a rapid transition in the 
United States first to a test type of detailed audit and then to the 
“analytical examination” in which, as a general proposition, audit of 
individual transactions either was subordinate, if not eliminated, or 
was resorted to only where proof of the balance sheet item was not 
obtained by other means. The truth of this can readily be seen from a 
study of audit procedures employed over the years and of authoritative 
pronouncements, some of which have been mentioned. The role that 
internal check and control occupied in this transition should be very 
evident. 


With the foregoing brief historical review of auditing development 
there is established the considerable background that existed at the 
time the Commission’s accounting responsibilities came to be estab- 
lished. In prescribing, as it soon found necessary, some of the primary 
guides for the proper certification of financial data, it was inevitable 
that recognition would be given to the standards then in existence that 
had been adopted and tested over a long history of trial and error and 
public experience with business methods. The Commission had no need 
to break new ground. The guides were already firmly established, if 
not always honored in given instances, and it remained only for the 
Commission to ensure that the proper application of the guides could 
be depended upon. The historical review shows clearly that among 
those that had long stood the test of time may be included the proper 
reliance for protective purposes upon internal control. 


With respect to internal contro] the emphasis of the Commission’s 
rules from the very outset was not, indeed, could not have been, upon 
a permissive intent in the statement that “due weight may be given 
to an internal system of audit... .” To the contrary, the evidence 
is that the emphasis was upon the limitation against excessive reliance. 
Moreover, in insisting that there be a verification by the certifying 
accountant of the actual application of internal procedures the Com- 
mission simply expressed the logical and acknowledged viewpoint of 
the accounting profession that to be of value in the protection of inves- 
tors and others the procedures upon which reliance is placed must be 
followed in fact and not simply exist as an instruction, a good intention 
or an ideal.” The hard reality of business experience, probably long 
antedating even Dicksee, proved the wisdom of this view. 


As has already been indicated, as a result of conditions disclosed 





Short, “Internal Control from the Viewpoint of the Auditor’, 70 J. of Accountancy 225 (Sept. 1940). 

*Note the following comments as early as 1924 by Bell and Powelson in their Auditing: “The auditor 
should be careful not to be misled by indications of internal control when in fact it may be non- 
existent or purely perfunctory. The office personnel may include an ‘auditor’ but it does not follow 
that there is any effectual control over even the disbursement of cash . . .” (p. 39) 
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in part from the McKesson & Robbins case the Commission found that 
it was desirable to emphasize by means of a rule one further require- 
ment respecting internal check and control. This was that its adequacy 
must be given appropriate consideration by the certifying accountant 
in his determination of the scope of the audit to be made. This rule 
reflects the feeling on the part of the Commission that under certain 
conditions even detailed auditing of transactions may not provide the 
necessary substantiating evidence to justify audit certification if internal 
checks or controls are absent. Indeed, in reviewing one aspect of the 
McKesson & Robbins case the Commission commented upon the pos- 
sible value of a further extension of the type of detailed inspection of 
documents and transactions that had been done. It indicated that in its 
judgment such extension would not have substantially increased the 
likelihood of disclosure of the particular fiction that existed.” There 
is no doubt that in many areas there is no equal or substitute in auditing 
for the safeguard afforded by proper internal control methods.” More- 
over, investors are entitled to know of material omissions under these 
conditions. 


As has many times been stated by professional leaders and the 
Commission, financial statements are primarily the representation of 
the management. This the Commission reiterated in the /nterstate 
Hosiery Mills case” and it has been stated and restated many times by 
the American Institute of Accountants.” Nevertheless, as is now uni- 
versally recognized, the responsibility for Jetermining the scope of the 
audit necessary to the expression of an opinion by the certifying 
accountant lies entirely with him. Clearly a proper discharge of the 
duty thereby involved requires that the adequacy of the operating 
system of internal check and control be taken into account.” 


It has been said that internal auditing, where it is employed, is an 
integral element of the broad activity and measures now contemplated 
by the words “internal control.” It is manifest, therefore, that insofar 
as the work of the internal auditor assists in establishing the reliability 





21*As we view the situation in this case, a detailed audit of all transactions carried out by the same 
staff would merely have covered a larger volume of the same kinds of fictitious documents and 
transactions. While this might have brought under review more instances of what we have listed 
as circumstances suggesting further investigation, there is little ground for believing that this alone 
would have raised any greater question as to the authenticity of the transactions.”” Jn the Matter of 
McKesson & Robbins, Inc. Report on Investigation, 1940, pp. 10-11 (also in Accounting Series 
Release 19) 
“For a comparable statement see May, Twenty-Five Years of Accounting Responsibility, 1936, p. 140 
"4 S.E.C. 706, 721 (1939) 
“See, for example, Extensions of Auditing Procedure (Statements on Auditing Procedure No. 1), 1939. 
As a result of the McKesson& Robbins case and in connection with Extensions of Auditing Procedure 
(note 24) the Institute amended its recommended form of the certifying accountant’s opinion to include 
the positive assertion that the system of internal control and the accounting procedures of the com- 
pany had been reviewed. Later amendments required the representation that the audit was made in 
accordance with generally accepted auditing standards and included all procedures that the auditor 
deemed necessary. Statements on Auditing Procedure 5, 6, and 
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of financial records and data the independent certifying accountant— 
the external auditor—must be vitally concerned. A complete review 
of this work and an evaluation of it in terms of the scope of the external 
auditor’s work is clearly mandatory. This does not mean, of course, 
that his reliance upon the internal auditing automatically follows; for 
this involves a decision that rests peculiarly within the judgment of 
the external auditor. 


So much has already been said in contemporary accounting litera- 
ture about the relationship of the internal auditor and his work to the 
external auditor and his certification that additional comment is bound 
to be repetitious. It may be worthwhile, however, to observe briefly 
again a few points that in the light of the Commission’s objectives bear 
emphasis. 


Internal auditing is an element of internal control that, through 
proper planning and execution, may in appropriate instances be relied 
upon by the external auditor. It is not a substitute for the work of the 
external auditor. But since the objectives of both internal and external 
auditors include establishing the reliability of the company’s financial 
records, intelligent planning by both auditors may materially increase 
the usefulness of the one to the other. In particular such cooperation 
should enable the external auditor to perform the maximum service 
at reasonable cost. On the other hand, it is agreed that advance commit- 
ments cannot be made by the public accountant as to the nature or 
extent of his review; moreover, there are certain minimum procedures 
to be performed by the external auditor that no amount of work by 
internal auditors can justify eliminating. Cooperative efforts cannot 
go so far as to prevent some overlapping and duplication of work. 


Internal auditors may not possess in the degree that public account- 
ants do all the advantages that derive from frequent contact with many 
and varied businesses. They have, however, the intimate knowledge of 
and continuous contact with the problems of their own business that 
contributes so much to the efficiency necessary to the economical audit 
of great volume. For the same reason they are ideally qualified to effect 
desirable refinements of internal control procedures. They are especially 
qualified to maintain the vigilant supervision necessary to prevent 
breakdowns of essential features of the system of internal check. 


Independence, as one writer put it, the “stock in trade” of the 
public accountant,” is also the principal asset of the internal auditor 
and without which there is serious impairment in the usefulness of his 
activity to the public accountant. This quality must differ somewhat 


*Hurdman, “Independence of Auditors,”’ 73 J. of Accountancy 54, 60 (Jan. 1942). 
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from the type or degree of independence expected of the certifying 
accountant, but essentially the only difference lies in the necessary 
interest of the internal auditor in his employer and the necessity of 
identification with the management at a top level. The internal audi- 
tor’s usefulness as such either to his employer or to the public account- 
ant is doubtful if he is charged with performing current operating 
duties or if his responsibility to a top level of management is marred 
by the slightest right of suppression from an operating area subject 
to audit. The greater the objectivity attainable by the internal auditor, 
the greater will be the extent that the external auditor may rely upon 
the other’s work in determining the scope of his work. A considerable 
freedom of professional judgment is entirely possible despite the fact 
that the internal auditor is an employee. It is this kind of judgment 
that can be useful to the certifying accountant who, in permitting his 
certification to be filed with the Commission, is himself charged with 
heavy professional responsibilities. There is evident a commendable 
willingness on the part of internal auditors also to accept responsibility, 
although necessarily of a different character. This attitude is shown 
by the literature of their leaders and by the official pronouncements of 
aims of Tue INnstiruTE or INTERNAL AupITors. 


It may be desirable to take note of the fact that internal auditing 
staffs are to a rapidly growing extent being utilized for purposes con- 
siderably beyond the scope of traditional internal control in the strict 
sense that it contributes, via the public accountant’s certificate, to 
investor and public protection against fraud. This extension is in the 
direction of operations study or the analysis of performance and execu- 
tion of policy in various phases of the company’s operations.” One 
writer suggested that: “Insofar as the word ‘auditing’ limits its scope 
to traditional accounting subjects, the term ‘internal auditing’ is already 
obsolete.”” This is, of course, incidental. Insofar as this new concept 
of services aids management the position of the internal auditor will 
be materially enhanced, a prospect certainly not inconsistent with any 
interest the Commission may have. Since the extended concept does not 
bear directly upon the objectives of the Commission it may only be 
desirable to suggest that the external auditor may be required, because 
of his responsibilities, to be particularly alert to any encroachment 
upon the internal auditor’s objectivity resulting from a possible involve- 
ment in operating policies or responsibilities. 


In these brief comments nothing has been said respecting particu- 
lar procedures of internal control. Although the Commission must 





™See, for example, Jones, “The Internal Auditing Function,” Report of Annual Meeting, Financial 
and Accounting Committee, American Petroleum Institute (1950), p. 51. 


*Garbade, “Internal Control and the Internal Auditor,” 19 Accounting Review 416, 421 (Oct. 1944). 
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necessarily be very interested in procedures, whether of internal check 
or of internal auditing, and the extent of reliance upon them by inde- 
pendent public accountants, their development is the primary concern 
of management. No doubt they will be refined much more, particularly 
in the internal auditing area, in cooperation with the external auditors, 
and where occasion requires, under the scrutiny of the Commission as 
a representative of the investor and public interest.” The cooperative 
efforts of internal auditors through their INstrruTE may be expected 
to contribute even further to the confidence with which American busi- 
ness reports are viewed. 





Most of the Commission's activity in this respect is accomplished by its staff through informal opinions 
Among the rare formal opinions since the widely publicized McKesson & Robbins case are Account- 
ing Series Releases 64 (1948) and 67 (1949) dealing with a registrant and its certifying accountants. 
An important feature of the opinions concerned the failure of internal control methods with respect 
to accounting for production costs and residual inventories. Briefly, although the registrant maintained 
cost accounting and separate production control departments as a result of which fully completed 
production orders were transferred from finished goods inventory to cost of sales, there was no 
procedure in effect providing for such a transfer, beginning at the work in process level, for partial 
shipments. As a consequence, in financial statements filed with the Commission there was a very 
material overstatement of inventories and corresponding error in costs and profits. Under these 
circumstances and since the independent public accountants not only failed to take adequate review 
measures which would have disclosed such an obvious failure of internal control but also failed 
to observe generally accepted procedures as to physical verification of inventories, appropriate action 
by the Commission with respect to both the registrant and the certifying accountants was necessary. 


It’s usually easier not to do something, not to try something, not 
to buy something. To make positive decisions requires active conviction, 


born of imagination and information.—Wall Street Journal. 








PREVENTION OF FRAUD 
By J. O. DAVIES 
Chief Internal Auditor, National Coal Board, London, England 


Mr. Davies writes from England, “The article is not a long one 
because in this country we have accustomed ourselves to writing within 
a short compass because of the shortage of newsprint.” Within that 
short compass he gives a remarkably complete outline of the principles 
of prevention of fraud, which we can all use to advantage. 


O create the conditions which make it difficult for fraud to be per- 
petrated is a much more onerous undertaking than the detection of 
fraud once it has occurred. The creation of the right conditions requires 
considerable skilful thought and subsequently, continual vigilance. 
The prevention of fraud, unlike the detection of fraud, provides nothing 
of a spectacular nature, contains no highlights and no talking points 
but if achieved it creates the basis of a contented and loyal staff, happy 
in their relationships both with the organization and amongst them- 
selves. 


It should always be remembered that fraud usually commences with 
a “borrowing” for a short period and that the deciding factor, when a 
fraud is under consideration by a potential wrong-doer, is very often 
the degree of the risk of discovery. Fraud often arises after an employee 
has made a genuine mistake, finds that it is not discovered by others 
and so is tempted to repeat the error the next time to his own advan- 
tage. The knowledge that a defaulter will get caught prevents many a 
defalcation. 


Fraud is the outcome, therefore, of a human failing. It should never 
be forgotten that there are plenty of human beings to fail. 


CLASSIFICATIONS OF FRAUD 


Fraud is a generic term and is sometimes referred to as defalca- 
tions, misappropriations, peculation etc., which are also terms of a 
general nature. It is necessary, therefore, to classify the different forms 
that fraud can take before preventative measures are considered. There 
are four broad classifications: 
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Larceny, which involves the unlawful taking from another's 
possession. 


Embezzlement, which involves the unlawful appropriation of 
property by a person to whom it has been entrusted. 


Forgery, which involves the falsification of documents and/or 
signatures. 


Manipulation of figures, which involve either, as regards in- 
come, the accounting for lesser sums than actually received, 
or, as regards expenditure, the entry of false or excessive items. 


CIRCUMSTANCES THAT ALLOW FRAUD 
TO BE PERPETRATED 


The two major circumstances which encourage rather than mili- 
tate against fraud are: 


1. 


9 


a. 


Absence of a well designed system of Internal Check. 


Absence of Internal Audit. 


These two are correlated as no system of internal control is com- 
plete without both internal check and internal audit. 


Other important circumstances, some of which may be considered 
under Internal Check are. 


1. 


3. 


Chaotic accounting records. 
(indeed this is often an indication that fraud has already com- 
menced. ) 


Undue reliance placed by management upon the integrity of 
the staff. 


Secretiveness and jealousy of staff concerning their duties. 


PREVENTION BY SYSTEMS OF INTERNAL CHECK 


The primary value of internal check in the prevention of fraud is 
discouragement of potential defaulters in yielding to temptation. 


Internal Check may be defined as the scientific organization of the 
duties of a staff in such a way that the work of one employee cross 
checks that of another by a dove-tailing process so that no one person 
has the responsibility for all phases of a transaction. The moral check 
which a colleague exercises upon the actions of another is a most potent 
force for rectitude. 
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It is not possible in a short paper to cover all the major aspects of 
internal check but the following basic principles must be noted: 


1. The documentation of accounting procedures at all accounting 
points with the possible use of a Manual of Standard Account- 
ing Practices. 


2. The standardization and prenumbering of documents. 


3. The adoption of the principle of rotation of employees occupy- 
ing positions of trust. 


4. Separation of the functions of accounting and custodianship. 


5. Adequate safeguards for the holding of cash, negotiables and 
stocks. 


6. The recognition that a transaction is not completed until the 
money is in the bank. 


7. The fixing of responsibility and the creation of authority com- 
mensurate with that responsibility. 


8. The utilization of proofs and controls to the maximum extent. 


It is important to realize, when considering systems of internal 
check, that no necessary reliance should be placed on internal auditing 
for the detection of fraud. 


In a word, the keynote of internal check is STANDARDS. 


PREVENTION BY INTERNAL AUDIT 


An Internal Audit Department is sometimes judged by the num- 
ber of defalcations it uncovers. It is submitted that it should be judged 
on the same criterion as that usually applied to police forces—the 
absence of crime. 


The efficiency of internal audit depends upon the degree of inde- 
pendence under which it operates, the extent of its searching character 
and the co-operation that it engenders within other departments. Its 
continuous nature exercises a continuing moral effect upon the staff as it 


MR. DAVIES is Chief Internal Auditor of the National Coal Board, London, 
England. Prior to his joining the National Coal Board in 1947, he was for six years 
a Works Accountant with Imperial Chemical Industries Limited. 


Mr. Davies, a Chartered Accountant (English and Welsh Institute), is a member 


of the London Chapter of Tue Institute and, also, a member of the Institute of 
Cost and Works Accountants (UK). 














Prevention of Fraud 27 


is never known when the internal audit staff will appear on the scene 
nor what portion of the work of clerical staffs will be chosen as a 
sample for audit examination. 


Arrears of accounting work disclosed by audit should never be 
allowed to remain lest they form a cloak for hiding defelcations. 


The detection of fraud by internal audit is now outmoded as a 
principal function; should fraud arise, it generally represents a failure 
of internal check, the appraisal of which is one of the chief responsi- 
bilities of internal audit. 


PREVENTION THROUGH THE USE OF OFFICE MACHINERY 


So long as machines are not regarded as an infallible protection 
against fraud, their use can play a part in lessening the field in which 
fraud can flourish. 


The use of punched cards methods makes it difficult to alter 
records; the use of bookkeeping machines which prepare a number of 
documents at the same time also militate against fraudulent alteration. 
The use of franking machines for postage and National Insurance cards, 
protectograph cheque writers, the photographing of documents, are only 
a few samples of mechanical methods of fraud prevention. 


PREVENTION THROUGH A CONTINUOUS COMPARISON OF FIGURES 


It has been said that trends and variations from standards repre- 
sent the only true significance in figures. The study of variations of 
figures should be made at a point where the person making the com- 
parisons has sufficient continuous knowledge of detailed operations to 
be able to sense something wrong if these are not correctly reflected in 
the figures. To achieve this, it is essential that all persons supervising 
operations should be furnished with the accounting figures relating to 
the operation that they supervise and that they should be taught how 
to use figures by enquiring into the significance of variations. Accounts 
should be so drawn up as to reflect personal responsibility and therefore 
accountability for operating results. 


If it is known throughout an organization that figures are regarded 
as reflections of operations and consequently carefully examined at 
frequent intervals, another protective measure has been installed. 


PREVENTION THROUGH PERSONNEL MANAGEMENT 


As frauds are committed by human beings through human weak- 
nesses, personnel management plays a vital part in protection against 
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fraud. It should never be forgotten that fraud is personal. There is a 
belief that considerable temptations can be placed before “trusted” 
employees without risk—this is often fallacious. 


It has been said that an unblemished past or an exemplary present 
does not guarantee the future honesty of an individual. It should be 
remembered that every embezzler was once a trusted employee. Whilst 
this is undoubtedly true, a blemished past or a present personal position 
that is vulnerable to temptation, offers still less guarantee. 


/ 


Major considerations in personnel management are therefore: 


1. A very careful screening of applicants for employment includ- 
ing the careful investigation of all references and the checking 
of any gaps in the applicant’s employment history. 


to 


A continual study of peculiarities of individuals; any changes 
in their characteristics, especially their spending habits should 
not go un-noted. 

4. Adequate remuneration commensurate with the position of 
trust held. 


4. The insistence that annual holidays should be taken by all 
employees in positions of trust and the calling for reports from 
relief employees on any irregularities they may find during 
their temporary occupation of posts. 

5. The informing of employees, through forceful internal regula- 
tions concerning defalcations, of the employer’s attitude 
towards fraud if perpetrated. 

6. The prohibition, where possible, of solitary overtime as it is in 
these periods that opportunity is provided for access to records. 

7. The vesting of authorized collectors of income with publicity 
such as uniforms, badges, official receipt books, etc. 


The bonding of employees is not so common in Great Britain as in 
the U.S.A. It is considered that the greatest benefit from bonding is 
the thorough examination of an employee’s history which can equally 
be carried out by the employer. 


CONCLUSION 


The burden, therefore, rightfully falls on management to remove 
undue temptation from its employees and this is indeed a moral obliga- 
tion. Absolute integrity is something which should always be fostered. 
“The world moves forward on the character of good men.” 
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The keynote is constant vigilance and the enlisting of all mem- 
bers of the staff in an ever present desire that the good name of the 
staff should remain unblemished in accordance with a tradition of 
integrity. 

The elements of protection against fraud are, therefore, an enlight- 
ened personnel policy, sound internal check and a searching internal 
audit operating along modern lines. 


SECRETARY 


If the Secretary writes a letter, it is too long. 
If he sends a postal, it’s too short. 
If he issues a pamphlet, he’s a spendthrift. 
If he attends a committee meeting, he is butting in. 
If he stays away, he’s a shirker. 
If the attendance at a luncheon is slim, he should have called the 
members up. 
If he does call them, he is a pest. 
If he duns a member for his dues, he is insulting. 
If he does not collect, he is lazy. 
If a meeting is a howling success, the program committee is praised. 
If it’s a failure, the Secretary is to blame. 
If he asks for advice, he is incompetent. 
If he does not, he is bullheaded. 
If he does as he is told, he is blamed for his action. 


Ashes to ashes, dust to dust, if the others won't do it, the Secretary must. 


Iowa Master Plumber. 








MAINTAINING THE SYSTEM OF 
INTERNAL CONTROL* 


By CHAUNCEY A. NORTON 
A Principal, Haskins & Sells, Detroit, Michigan 


Establishing an adequate system of internal control is only the first 
step. The system must be continuously adjusted or altered to keep pace 
with changing conditions or much of its effectiveness may be lost. 
Assuring management that effective internal control is maintained at 
all times is often considered the most important responsibility of mod- 
ern internal auditing. It requires constant surveillance and up-to-date 
knowledge. 


Y purpose in this article is not to describe particular methods of 

internal control. Rather, I would prefer to assume that each 
reader has in operation in his company a perfect system of internal 
control. Thus we can consider together the problem of policing that 
system and maintaining it at top efficiency. 


We all know that without efficient systems of internal control the 
large and complex business organizations of today could not be man- 
aged properly. The comptroller of even a medium sized business is 
pretty much dependent upon the system of internal control for the 
accuracy and dependability of the reports which he renders to manage- 
ment. Without those reports the management would not have the 
information it requires to run the business. 


We all know, too, that a system of internal control is not some- 
thing that can just be installed and then left to run itself. Mr. Walter 
Kamp and Mr. James Cashin, in the introductory chapter of their 
excellent book, “Internal Control Standards and Related Auditing Pro- 
cedures,” have expressed this thought very well in these words, “The 
more one studies the subject of internal control the more it becomes 
apparent that it is not the result of the application of abstract theories 
and principles, but rather a living, dynamic, and ever-changing condi- 
tion resulting from a variety of decisions, some of which are accounting 
decisions, but many of which are the decisions of executive management 
itself.” That is the theme of this article. 





*Paper delivered at a meeting of the Saginaw Valley Chapter. 
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As the character of a business changes, as the sources or methods 
of reporting information change, as the personnel changes, so too does 
the internal control problem change. The system must be adjusted or 
altered to keep pace with the changing conditions or much of its effec- 
tiveness may be lost. 


Public accountants like myself are well aware of the “volatile” 
nature of internal control. The soundness of our decisions as to audit 
procedures to be used and the extent of the tests to be applied depend, 
to a great extent, upon the accuracy of our evaluation of the system of 
internal control which we encounter. Upon those decisions depend the 
effectiveness of our audits, the reasonableness of our fees, and our pro- 
fessional reputations. We can never assume that the system of internal 
control in a client’s office is the same this year as it was last year. We 
must always make a completely new review, including tests and 
observations of the various procedures, at the start of each annual audit. 
Nor should an internal auditor assume that the internal control in his 
company is always the same, even from month to month or day to day. 
Constant vigilance is necessary to maintain the system at top efficiency. 


Let’s consider first the matter of personnel. Every internal control 
questionnaire that I have ever seen has questions concerning the people 
who are responsible for the accounting records and the business opera- 
tions—their abilities and their relationships. People are, after all, the 
most important element in control. Every time the working force 
changes, either by replacement or by addition, a new personality is 
injected into the picture and the business has to fit itself around him. 
Every time this happens there is a new problem in maintaining good 
internal control. 


People themselves change too. One of the things we look for in 
examining a system of internal control is a situation where one per- 
son, because of his position, dominant personality, or some personal 
relationship, is able to influence a colleague or subordinate so that an 
operation which is apparently independent is, in fact, directed by the 
one on whom it supposedly acts as a check. It’s surprising how often 
such circumstances occur, and usually these situations develop gradu- 
ally. Constant observation is necessary in order to detect and correct 
them. 


Businesses change, too. The rerouting of a production line, the 
addition of a new product, or the elimination of some operation may 
change the flow of information in such a way as to require a reassign- 
ment of duties in order to maintain the proper independent checks. 
Even the physical relocation of a department in the office may affect 








32 The Internal Auditor 


the internal control. Moving the cashier next to the accounts receivable 
department, for example, may result in affording the cashier access to 
the customer’s ledgers. Any change affects the system of internal con- 
trol and a proper policing job requires that we give adequate considera- 
tion to these changes. 


Another thing that I always consider in relation to internal con- 
trol is the quality of analytical and reconciliation work. If, when I ask 
a supervisor about the makeup of some account, he is able to show me 
a well-thought-out analysis or summary which tells the story, | am 
much more impressed with the effectiveness of the internal control than 
if I have to dig up the information, bit by bit. Intelligent analysis is an 
important part of good internal control just as it is of good auditing. 
If this phase of the control is handled effectively the auditor should never 
have to make an adjustment of an accrued liability account, for exam- 
ple, or of an income or asset account. 


In examining the system of internal control it is not enough to 
see that the prescribed procedures should afford the necessary control. 
It is also necessary to determine that these procedures are actually car- 
ried out, not only most of the time but all of the time. One should find 
out who receives cash when the cashier is at lunch, who posts the 
account-receivable ledgers when the regular posting clerk is on vaca- 
tion. I heard of a case in which the internal auditor was able to steal 
money from a branch office which he visited only once a month. He 
was able to do it because, on the day of his visit, it was his custom to 
prepare the branch cash report. He would make it out for less than the 
correct amount and pocket the difference. One of his duties at the home 
office was to audit these branch reports, so when he got back he would 
make whatever changes in the report and other records were needed 
to make it reconcile. He was caught when, on one occasion, his return 
was delayed and someone else checked the report he had prepared. 
His superiors apparently thought that having him make out the report 
was a good audit test. Actually, for that one day each month, the inde- 
pendent check on the report was lost. 


I remember one of our staff men telling me of an incident which 
occurred on one of his jobs. In the office he was auditing it was an 
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inflexible rule that the accounts-receivable bookkeeper should never 
have access to incoming checks, in fact was never allowed even to see 
them. The chief accountant had just finished telling our staff man that 
this was the case when the bookkeeper walked in with a check in his 
hand to ask for help in identifying the customer. 


So you see, things are not always what they seem. What may have 
been true yesterday is not necessarily true today. Even what is true 
today may not be true throughout the day. The investigation of and 
watching over the system of internal control must be constant and 
thorough. 


Internal auditors have a great responsibility in policing the system 
of internal control. Probably no one in a business organization, and 
certainly no one outside of it such as a public accountant, is in a posi- 
tion to know so well all of the intimate details of the business. The 
internal auditor’s work carries him into every department of the busi- 
ness and requires him to observe every phase of its operations. We 
public accountants try to do that too, but we come only once a year. 
The internal auditor is the one who can and should watch the extremely 
important function of internal control and recommend corrective mea- 
sures when any part of it breaks down. 


A good internal auditing department is a very important and very 
effective part of the internal control. But it is important and effective as 
a supplement to other control procedures, not as a substitute for them. 
Internal control which depends primarily on the internal auditing 
department only becomes more expensive, not more effective. One often 
hears the remark, “Oh, you don’t have to worry about that operation. 
The auditing department does that,” as if that made it foolproof and 
fraudproof. There are fools and crooks in auditing departments just 
as there are in any other department of a business. I have seen com- 
panies where nearly all of the payroll work or the accounts payable 
work was done by the auditing department. The internal auditor’s 
greatest asset is his independence and to the extent that he surrenders 
that independence his effectiveness is weakened and his value lessened. 
To that extent he is no longer an auditor but just another bookkeeper. 
In most companies the internal auditor does not have the authority 
to prescribe procedures which afford better control, but merely to 
review and recommend. Sometimes it may seem easier to the internal 
auditor to do the work himself than to sell his management on the 
value of having it done by someone else. But this is a situation which 
should be avoided as much as possible. 


Good internal control is a prerequisite for efficient and economical 
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auditing. Without internal contro] neither the internal auditor nor the 
independent public auditor could do their jobs at costs which are within 
reason. Without internal control accounting departments and business 
managements could not do their jobs efficiently. A good system of 
internal control is the backbone of efficient management. 


The decisions which result in good control are largely manage- 
ment decisions. The internal auditor has the responsibility of seeing that 
those decisions are carried out and that they do provide the desired 
control. If the conditions change, if the control becomes weakened at 
any point, it is his responsibility, to tell management about it and 
recommend corrective measures. To do this properly he must become 
familiar with every detail of his company. He must continually 
observe, review, and test the system and its operation. He must under- 
stand thoroughly the principles of good internal control and be aware 
of the many ways in which it can break down or become weakened. 
Constant surveillance and up-to-date knowledge are the price of prop- 
erly maintaining the system of internal control. 


Nothing is denied to well-directed labor; nothing is ever attained 
without it. 


—Sir JosHua REYNOLDs. 


AUDITING FOR PROFIT* 
By EUGENE RATLIFF 
Assistant Director of the Accounting Division 


Eli Lilly and Company, Indianapolis, Indiana 


Over a period of years every internal auditing department must 
give service worth more than it costs. As in the case of most “staff” 
departments, the total value of its services cannot be measured in dol- 
lars. Nevertheless most internal auditing departments do obtain for 
their companies substantial direct dollar savings. These measurable 
savings plus even greater intangible benefits equals total benefits. Bene- 
fits received minus cost incurred equals profits from auditing. 


W* are living in a critical and unsettled period. For the second 
time within a decade we are preparing for possible world con- 
flict and we are faced with the many problems that are always insep- 
arable from a shift to war production. It may become necessary for 
most staff departments to show that the costs of maintaining the depart- 
ment are justified. 


Internal Auditing is in this category along with Methods and 
Standards, Budgeting, Market Forecasting, Market Research and others. 
Since many of these functions are relatively new we often find execu- 
tives not entirely convinced of their necessity. A part of our job is to 
be prepared to support fairly and clearly the value of internal auditing 
in terms of dollar costs and in terms of manpower utilized. 


By no means do I mean to indicate that internal auditing should 
be considered a luxury. But there has never been a time when a staff 
department did not have to justify its existence and there never will 
be such a time. Ultimately every staff department must be measured 
by the prime yardstick of profit. It is not always required that every 
job be placed on a basis of dollar costs versus dollar income or savings, 
although a good purpose is sometimes served by such a comparison. 
There is, however, every justification for clearly demonstrating that 
the cost of internal auditing is not less than the benefit derived by the 
organization which pays the cost of its maintenance. 





*Paper delivered at a meeting of the Louisville Chapter. 
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We can all agree that internal auditing has found a place in busi- 
ness, but the growth and success of internal auditing as a profession 
will be in direct proportion to the success of the individual departments 
in their individual companies. Just because the television business 
today is profitable, it does not necessarily mean that every appliance 
dealer will increase his profits by adding television to his line. By all 
calculations the potential profit is there but he must have the right 
salesman and a competent maintenance man. 


This suggests the importance of appraising the operations of our 
own auditing departments. We must furnish to management the ser- 
vice which they have a right to expect and we must do so with reason- 
able costs. Not only must we operate within a budget commensurate 
with the job we have to do, but our work must result in benefits to the 
company which, when viewed in true perspective, will clearly demon- 
strate that the profit and loss statement of the auditing department is 
in the black. 


Since it is obviously impossible to assign dollar values in all cases 
to the income or benefit side of our statement we must rely on other 
measures where necessary. Those of an intangible nature will be cap- 
able only of general evaluation. These intangible benefits, however, 
are often the most vital and profitable features of internal auditing and 
are indispensable in a proper recognition of results. 


We all know that one cannot look at an amount which repre- 
sents the cost of running the department and judge whether it is good 
or bad. Internal auditing departments are usually charged with the 
responsibility of maintaining the system of internal control. Many 
factors within the organization have a direct bearing on the need for 
internal auditing, and the degree to which that need is satisfied will 
have a material effect on the cost of operating an efficient department. 


The design and operation of the accounting department has an 
effect upon the size of the audit staff. A poorly designed and operated 
system requires a great deal more time and effort to audit than will 
one that is efficient and properly administered. The size of the organiza- 
tion and particularly the degree of centralization are further important 
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factors in determining the size of staff needed. Again, if the company 
does not select, train and supervise its employees properly the cost 
of internal auditing is increased. 


A detailed audit program developed and planned in relation to a 
time schedule provides a concrete basis for establishing a budget of its 
cost. By deciding upon such a program management reduces its evalu- 
ation of auditing services to a money basis and determines what will 
be spent to provide those services. 


In order to obtain such management approval. the head of the 
Internal Auditing department should accept his share of responsibility 
for determining how the allotted funds can best be spent to provide 
the maximum service to management. There is no good purpose served 
in attempting to lay down a program of detailed perfection that unduly 
extends the scope of the audit work. The cost of a program so extensive 
as that would far outweigh the value of any conceivable benefits. 
Between this extreme and the superficial audit from which no lasting 
good can come lies a mean at which the cost is abundantly justified. 
If the audit program is established on such a firm basis then the results 
shall easily justify the cost of the department. 


The work performed by the auditing department during a year 
will in some cases be capable of measurement in actual dollar savings. 
Recently we reviewed some of these tangible benefits of auditing in our 
company during the year 1950. Some were small in amount, others 
were not. The following examples illustrate some of the types of direct 
savings that can be accomplished. 


1. In audit of accounts payable we found two small over pay- 
ments; we also discovered that we had not taken several dis- 
counts. The aggregate total which was recovered was small. 


2. In two audits of billing records we discovered several errors, 
slightly more than $1,000.00 was in undercharges. 


3. In auditing construction contract bills we found that certain 
work included in the fixed fee contract was being billed on a 
cost plus basis. We were able to recover slightly over $200.00 
in overpayments. Except for early detection the amount prob- 
ably would have been quite substantial and there is reason to 
believe that without the audit the error might have gone unde- 
tected. 


4. Further audits of the contractors’ accounts revealed that the 
company was being charged for the social security taxes on 
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total wages of the contractors’ employees without regard to the 
$3,000.00 yearly limitation. In this case we recovered approxi- 
mately $3,500.00. 

5. During the year we made a special examination of royalty 
contracts. By correcting certain misinterpretations of contract 
terms the company will save several thousands of dollars each 
year. 

These measurable savings, we believe, are far less than the many 
intangible benefits obtained from the internal audits performed. Tang- 
ible savings plus intangible benefits equais total benefits. Benefits 
received minus costs incurred equals profits from auditing. And these 
profits are just as real as the ring of a cash register. 


The people with whom you work reflect your own attitude. If 
you are suspicious, unfriendly and condescending, you will find these 
unlovely traits echoed all about you. But if you are on your best 
behavior, you will bring out the best in the persons with whom you are 


going to spend most of your waking hours. 


—BEATRICE VINCENT. 


SOME SPECIAL PRACTICES IN 
SCANDINAVIA AFFECTING INTERNAL 
CONTROL AND INTERNAL AUDITING 

PROCEDURES 


By H. J. HINTZE, Revisor 


Lever Brothers & Unilever, Stockholm, Sweden 


Many commercial practices in Scandinavian countries are quite 
different from those we are accustomed to in the United States, and 
internal auditing procedures must be tailored to cope with them. Fur- 
thermore, internal auditors in those countries are required by law to 
perform certain duties which seem unusual when compared with 
American practice. One especially intriguing idea is the Norwegian 
Audit Minute Book in which the auditors permanently record their 
findings and the responsible employees insert their explanations, “if 
any.” Mr. Hintze’s description of these special practices should be 
especially valuable to auditors of companies with subsidiaries in 
Scandinavia. 





N Scandinavia, as in the United States and elsewhere, a company 

devising a system of internal control, and an internal auditor pre- 
paring an audit programme have to take into consideration certain 
local practices. 


According to their origin these practices can be divided into two 
main groups, viz. practices originating within an organization, e.g. local 
accounting and management routines, and practices due to outside 
influences, e.g. legal requirements and commercial customs, such as 
banking practices. 

Deficiencies resulting from practices attributable to the first group 
can usually be remedied without difficulty; those having their origin 
in the second group can, sometimes, be overcome by taking special 
steps but are often irremediable. 

In the following paragraphs I deal first with practices having a 
bearing on “day-to-day” transactions and detail audit procedures, and 
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thereafter with practices which will be found when auditing periodical 
accounts and, therefore, affect balance-sheet audit procedures. 


No reference is made to practices relating to Scandinavian taxation 
as this is of little interest outside Scandinavia. 


PRACTICES HAVING A BEARING ON "DAY-TO-DAY" 
TRANSACTIONS AND DETAIL AUDIT PROCEDURES 


CASH AND BANK TRANSACTIONS 
ACCOUNTING AND MANAGEMENT RouTINES 


The practices mentioned below are, more or less, generally applic- 
able in Continental Europe and are only included here in order to 
present as complete a picture as possible of conditions in Scandinavia: 


Cash disbursements funds are seldom kept on an imprest basis; 


Collections are not banked intact daily, but used to replenish dis- 
bursements cash funds; 


The cashier has, as a rule, custody of the company’s supply of 
unused cheque books; he also keeps all the bank records and prepares 
the bank reconcilations which are not checked by a person not connected 
with the cash department; 


The official receipt forms used by most companies are neither con- 
secutively numbered by the printers, nor are they provided with carbon 
copies; 


One signature is often sufficient to operate a company’s bank 
account and executives occasionally sign blank cheques prior to travel- 
ling; 

Cash books are sometimes held open after the close of a financial 
year to pay expenses relating to that year (this practice is, strictly 
speaking, illegal in all Scandinavian countries) ; 


Officials, when authorizing cash expenditures, do not compare 
the vouchers with the records, such a comparison being made by nobody 
but the cashier. This shortcoming is partly due to the fact that, in the 





MR. HINTZE is Assistant Manager of the Internal Audit Department for 
Scandinavia of Lever Brothers & Unilever. Prior to his joining in 1939 Lever Broth- 
ers & Unilever, Mr. Hintze was for eight years on the continent in the employ of 
Price, Waterhouse & Co. 


MR. HINTZE has studied law in France, Germany, and Switzerland; he is a 
member of the London Chapter of Tue InstrrurTe. 


Some Special Practices in Scandinavia 41 


old days, companies employed a special auditor, appointed for the 
detail checking only, who made this comparison. 


LecaL REQUIREMENTS AND COMMERCIAL CusTOMsS 


Banks do not return paid cheques to their customers. Some foreign 
companies have their cheques returned but this practice is hardly ever 
adopted by purely Scandinavian companies. An auditor in Scanadinavia 
has, therefore, to carry out certain additional work with regard to dis- 
bursements by cheque, e.g. to list full particulars of outstanding cheques 
and compare them with the cheque stubs and subsequent bank state- 
ments. 


Bank statements do not give the names of the payees and sel- 
dom the serial number of cheques drawn, unless special arrangements 
are made with the bank. If there is a suspicion of irregularities, the 
best thing an auditor can do is to go to the bank and ask for permission 
to inspect the company’s account. 


Bank deposit slips give, as a rule, only the total amount deposited 
and neither the names of the drawers of the cheques nor those of the 
banks on which they are drawn. If a company prepares detailed 
deposit slips in duplicate, the duplicate returned to the company is 
not certified by the bank. This rather unsatisfactory state of affairs 
does not seem to be typical for Scandinavia alone, as also in the United 
States the receiving cashiers at banks are said only to check the total 
on the deposit slips presented and do not compare the details with the 
actual lodgments. The best safeguard here would be that an employee, 
not connected with the cash department, compares the list of cheques 
to be deposited with the cheques and the remittance record. The 
cheques and the deposit slip should then be handed over to a person 
other than the cashier for lodgment with the bank. 


Many small suppliers, especially those living in the country, main- 
tain no bank accounts and have to be paid in cash, as they are reluctant 
to accept cheques. 


An important institution in Scandinavia from the internal check 
point of view is the post office bank. An account with the latter fulfills 
the same functions as an ordinary bank account but offers some addi- 
tional advantages, viz. it is easier to make payments by post office 
cheques than by ordinary cheques as no accompanying letter is re- 
quired. Moreover, the post office stamp on that part of the disburse- 
ment-coupon which is retained by the person or firm making the dis- 
bursement is satisfactory evidence of the date, the amount and the 
name of the payee. It is also safer to request customers to lodge remit- 
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tances in the company’s post office account than to receive ordinary 
bank cheques by mail. The additional protection gained by having 
remittances made directly into a post office account is that such remit- 
tances are booked by the post office before they are known to the payee. 
This makes it rather difficult for a dishonest employee of the receiving 
company to commit irregularities, the more so as the post office bank 
each day on which there are transactions sends a statement of account. 


A possible but remote risk in connection with the use of a post 
office account is that a dishonest employee might embezzle amounts 
exactly equal to the lodgments during any specific day, either by with- 
drawing these amounts or having them transferred to his own private 
post office account. The debits and credits on the company’s account 
would then balance and if the employee retained the post office state- 
ment for that day, the opening balance on the next statement would 
agree with the closing balance on the preceding one on file; it would 
then not be readily apparent that transactions had taken place in the 
intervening period. The best way for an auditor to make sure that no 
such irregularities have occurred is to require from the post office bank 
a complete statement of account for a selected period. 


Practices To Be ConstpERED WHEN MAKING CAsH AND SECURITY 
CouNTs 
Some of the practices an auditor should take into consideration 


when making a cash and security count in Scandinavia are mentioned 
below: 


It is possible for a person well known to the staff of a bank to cash 
a cheque or obtain an advance, even outside the normal banking hours. 
As dishonest employees might avail themselves of this possibility to 
obtain funds temporarily from the bank to cover a deficiency in the 
cash, the auditor should make his cash count either before the bank’s 
employees report for duty or as late as practicable after the bank’s clos- 
ing hour. 


Companies are often instructed by government authorities to with- 
hold amounts from an employee’s salary for alimony, taxes, etc. Such 
amounts are deducted from the payroll before wages or salaries are 
paid out and the total is retained and remitted once a quarter or so to 
the relevant authority. The prevailing practice is not to record these 
amounts in the books, but to keep them in cash together with the com- 
pany’s own funds. Obviously, a dishonest cashier might not mention 
the existence of such deductions to the auditor. The most satisfactory 
procedure is to call for the latest wages and salary lists, ascertain what 
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deductions have been made and verify their existence by physical in- 
spection or by receipts evidencing that they have been paid over to the 
authorities. 


The auditor should endeavor to make the company record these 
deductions in the proper way i.e. take them to the debit of cash when 
they arise and credit a provision account until they are paid over. 


It is not unusual for Scandinavian companies—especially Swedish 
ones—to invest part of their surplus funds in Government lottery 
bonds. An auditor making a cash count should note the numbers of all 
such bonds on hand to establish their having been in the company’s 
possession, as it has happened that dishonest cashiers exchange bonds 
drawn with a profit against other. 


Where possible, the auditor should recommend the company to 
deposit all bonds held with a bank and designate two persons, the 
presence of both of whom is required to gain access to the bonds. 


TRANSACTIONS OTHER THAN CASH AND BANK 
Destors AND Crepirors ACCOUNTS 

Many Scandinavian companies keep only one set of personal 
accounts, either in the form of a bound or loose-leaf ledger or in card 
form, for both trade and sundry debtors, creditors, loan accounts, con- 
signment balances and occasionally even deposit accounts with banks. 
This is unsatisfactory, both from the internal check and the internal 
audit points of view. When scrutinizing lists of balances the internal 
auditors should be careful not to overlook balances resulting from other 
than normal business transactions as well as consignment balances; 
no profit on the latter should yet have been taken to income. 


As it is not usual in Scandinavia to send out monthly statements 
of account to customers and others, there exists a considerable danger 
of “lapping” i.e. not reporting collections promptly but using them to 
effect a continuous programme of borrowing. Internal auditors should, 
therefore, not only ask customers for confirmation of their balances 
on a certain day but mail them complete statements of account for 
selected periods or ask for confirmation of the dates and amounts of 
remittances recorded during a selected period. 


As it is not common practice for Scandinavian auditors to circu- 
larize debtors and creditors for confirmation of their balances, the 
debtors are apt to take the request for confirmation as a request for pay- 
ment and to react in an undesirable manner i.e. either become offended 
or send a remittance to the auditor direct. An internal auditor should, 
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therefore, word his request for confirmation carefully, so as to make it 
quite clear that it is not meant as a request for payment. 


Another point the auditor must remember when sending letters to 
banks or others is not to use machine franked envelopes. The latter 
have, as a rule, either to be handed direct to the post office or to be put 
in a certain mailbox. If the auditor puts them in an ordinary mailbox 
they may, unknown to him, be returned to the sending company whose 
name forms part of the stamp. Moreover, company officials, known to 
the post office, could gain possession of requests mailed by the auditor 
to retain those which relate to manipulated accounts. 


Nores AND Brits RECEIVABLE 

Many Scandinavian companies do not book notes and bills received 
from customers before they are either discounted or collected. The 
transaction is then recorded for the first time by debiting cash or banks 
and crediting the customer’s account direct with the amount received. 
The auditor should insist that notes and bills are recorded immediately 
on receipt in a subsidiary ledger which should agree with the balance 
on a control account in the General Ledger. 


PURCHASES 

A practice often encountered is the issue of suppliers’ invoices in 
duplicate (or even triplicate) without marking the copies as such. 
This greatly increases the risk of double payment, either erroneous or 
intentional. If the auditor finds that an invoice marked “duplicate” has 
been paid, he should, if the company maintains creditors’ ledgers, go 
through the relative creditor’s account and ascertain whether the orig- 
inal has also been paid. In the event of payment from the cash direct 
or through a voucher record it is necessary to search for the original 
or, alternatively, to contact the supplier. 


PAYROLLS 


Employees and workmen are as a rule paid in cash in Scandinavia, 
cheques not being much used for private purposes. In most companies 
workmen give, moreover, no receipt for wages. The internal auditor 
cannot, therefore, carry out some of the usual checks on payrolls e.g. 
compare the endorsements on returned pay-cheques with records of the 
Personnel Department such as signatures on employment applications. 
He can, however, be present occasionally when wages are paid out 
and select a few names at random from the wages lists and ask the rela- 
tive factory hands receiving the wage envelopes to identify themselves. 


FREIGHTS 


Freight invoices by railway and steamship companies and other 


Some Special Practices in Scandinavia 45 


public carriers have usually to be paid in cash, these organizations being 
reluctant to accept cheques. This type of invoice, often material in 
amount, is in most instances, prepared in pencil and can easily be 
altered by a dishonest cashier after authorization. 


Wherever possible, companies should have monthly credit accounts 
with the railway companies etc. so that the latter send once a month 
an official statement of account which cannot be altered and serves 
as a basis for all freight payments. If this is not possible, the person or 
department checking the accuracy of freight invoices should stamp 
on each invoice its total amount by means of a checkwriting machine. 


RATIONING SCHEMES 


Some raw materials, food stuffs, etc. are still rationed in Scandin- 
avia. As the regulations are different in each of the Scandinavian coun- 
tries and, moreover, subject to frequent changes, there seem no point 
in giving full particulars here. Companies are usually held legally 
responsible for coupons collected from customers and as both coupons 
and rationed goods can be easily disposed of by the dishonest employees, 
it is of considerable importance for the internal auditor to make sure 
that an efficient system of internal control is in existence. 


EXCHANGE REsTRICTIONS 

Severe exchange restrictions are at present in force in all the 
Scandinavian countries; the export of local and foreign currencies is 
prohibited and governmental permits must be obtained for all exchange 
transactions. An internal auditor should make sure that companies for 
which he is responsible establish safeguards which guarantee adherence 
to legal requirements wherever foreign exchange transactions are con- 
cerned. 


BoNDING OF OFFICIALS AND EMPLOYEES 


Scandinavian insurance companies do not, as a rule, handle fidelity 
business and the additional security afforded by the bonding of officials 
and employees is seldom met with in Scandinavia. 


In the absence of bonding, companies often ask applicants for jobs 
to provide independent guarantees. Careful checking of past records 
of employment and references is also carried out. 


PRACTICES HAVING A BEARING ON PERIODICAL 
ACCOUNTS AND BALANCE SHEET AUDIT PROCEDURES 
RECORDS FOR PERIODICAL ACCOUNTS REQUIRED BY LAW 


In Sweden and Norway limited liability companies are required 
by law to maintain a bound record in which at every financial year-end 
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the assets, liabilities, contingent liabilities, guarantees given, charges on 
assets, etc. have to be entered in considerable detail. This record must 
be signed by the managing director and members of the board. 


In Denmark the situation is much the same as that outlined above 
but the relative record must, in addition, have numbered pages and be 
sealed by the authorities before being taken into use. Incidentally, the 
latter requirement also applies to Danish Cash Books and General 
Ledgers. 


A record required by Norwegian law (but not by the laws of the 
other Scandinavian countries) is the Audit Minute Book (“Revisjon- 
sprotokoll”), a bound book with pages numbered by the printers. On the 
left side of each page the auditors insert their major findings, both on 
interim and balance sheet audits, e.g. clerical errors, internal control 
deficiences, adjustments required to the accounts presented. On the 
right hand side of each page the officials and responsible employees 
insert their explanations, if any. During their next visit the auditors 
take note of explanations, ascertain whether the shortcomings have been 
amended, adjustments given effect to, etc., and make a relative note 
in the Audit Minute Book. 


GoopwILL 


In Sweden and Denmark “Goodwill” paid for an acquired com- 
pany must be amortized by at least 10% per annum and 15% per 
annum respectively. 


Swedish companies are not in principle allowed to capitalize their 
own formation expenses or expenses in connection with the increase of 
their own share capital. 


Danish companies may capitalize their own formation expenses 
but must amortize them by at least 15% per annum. 


In Norway formation expenses must be completely written off 
before any dividend can be declared. 


LAND 


In Scandinavia an internal auditor is generally expected to verify 
a company’s title to its land and the presence or absence of charges 
thereon. A Swedish company may have mortgages inscribed on its land 
in favour of itself or to “bearer” and keep the deeds in its custody. 
Should it require funds urgently, it can usually obtain a bank loan 
on the security of the mortgage deeds. Another form of charge on assets 
which can be used in the same way as the aforementioned mortgage 
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deeds is called “Forlagsinteckning” and is registered on a company’s 
floating and fixed assets other than land and buildings. 


An auditor can request from the Land Registry in all the Scandin- 
avian countries certificates showing both the owner of a given plot of 
land and all charges registered thereon. 


Notes AND Britis RECEIVABLE 


In Scandinavia frequent renewal of notes and bills is not necessar- 
ily an indication of uncollectibility. Notes and bills are usually made 
out for the total amount of a debt; part payments, as agreed, are not 
endorsed on the back of the bill but each time a repayment takes place 
a new bill is made out for the balance. Auditors have to keep this prac- 
tice in mind when inquiring into the status of acceptors of bills and 
notes receivable. 


ACQUISITION OF OwN SHARES 


Swedish and Norwegian limited liability companies are not 
allowed to acquire their own shares, except where the shares are put 
up for sale at a public auction. In the later event such shares must be 
resold as soon as this is possible without loss to the company. 


A Danish limited liability company is not allowed to acquire or 
accept as security own shares with a total nominal value of more than 
10% of its issued share capital. 


CONFIRMATION OF SHARE CAPITAL 


In all the Scandinavian countries it is possible to obtain certifi- 
cates from the Trade Registry stating a company’s issued share capital 
and the names of the officials authorized to sign on its behalf. Internal 
auditors are expected to obtain such certificates and satisfy themselves 
that no unauthorized changes in the capital etc. have taken place since 
their last visit. 


UNDISCLOSED RESERVES 


Whereas the laws in force in the Scandinavian countries are rather 
severe as regards possible overvaluations of assets in financial accounts, 
there are no regulations regarding the disclosure of secret reserves cre- 
ated through undervaluation of assets or overvaluation of liabilities. 
Many companies, therefore, use profits in good years to write down 
inventories etc. In bad years these reserves may be utilized to declare 
the same rates of dividend as were paid in good years. Needless to say, 
auditors have to pay special attention to this practice, as the earning 
statements of Scandinavian companies may be misleading. 
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This applies especially in the case of Sweden where the forma- 
tion of secret reserves is encouraged both by the authorities and public 
opinion. In Denmark, however, there is a strong feeling that at least 
shareholders should be advised of the creation of secret reserves not 
actually required. Shareholders have also a right to be informed when 
secret reserves are utilized to produce higher profits than those result- 
ing from the company’s operations. 


UNDISTRIBUTED Prorits—DtIvipEND ReEsTRICTIONS 


There are restrictions on the distribution of dividends in force in 
all Scandinavian countries. As the regulations are subject to frequent 
changes there is no point in describing them here at length. It is con- 
sidered an auditor’s duty in Scandinavia to satisfy himself that the 
rate of dividend suggested by the board to the shareholders is within the 
legal limits. 


UNDISTRIBUTED Prorirs—TRANSFERS TO LEGAL RESERVES 


Under Swedish law at least 10% of a company’s annual profits 
must be appropriated to a legal reserve until the latter reaches 20% of 
the issued share capital. This reserve is not available for distribution 
to the shareholders and may only be used in reduction of a possible 
deficit. 


Under Danish law at least 10% of a company’s annual profits 
must be appropriated to a legal reserve until the latter reaches 10% of 
the issued share capital and thereafter at least 5% must be appropriated 
until the legal reserve reaches 25% of the issued share capital. The 
legal reserve may only be applied in reduction of a deficit. 


Under Norwegian law at least 10% of a company’s annual profits 
must be appropriated to a legal reserve, until the latter amounts to the 
greater of either (a) 20% of the company’s issued share capital or (b) 
the amount by which the liability to a company’s creditors exceeds its 
issued share capital. 


The legal reserve may only be applied in reduction of a deficit. 
Where, however, at any year-end the reserve is greater than the maxi- 
mum required by law, 20% of that excess may be treated as a free 
reserve. 


An internal auditor in Scandinavia is expected to assure himself 
that the transfer to legal reserves required by local law has been duly 
effected, 
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Dericit 


In Sweden a company must go into liquidation if at any time its 
accounts show a deficit equivalent to more than two thirds of the issued 
share capital and such deficit is not made good within a period of four 
months. 


According to Danish law a company is required to declare itself 
insolvent when: 


(a) its annual accounts have shown an increasing deficit for three 
preceding years, and 


(b) the accumulated deficit amount to 30% or more of the issued 
share capital. 


In Norway a company having lost more than one third of its 
issued share capital has to call an extraordinary general meeting of 
shareholders to decide what steps shall be taken to remedy the situation. 


Obviously, it is an internal auditor’s duty to ascertain whether 
situations of the kind described above have arisen and to draw the atten- 
tion of the management to the matter. 


Fame is not popularity . . . It is the spirit of a man surviving 
himself in the minds and thoughts of other men. 


—WiLtiAM Haz.irtt. 








MANAGEMENT CONTROL THROUGH 
INTERNAL AUDITING’ 


By H. C. M. COBB 


Assistant Comptroller, Worthington Pump and Machinery Corporation 


In studies, discussions, developments and definitions of modern 
internal auditing, the phrase “internal control” seems to appear more 
and more frequently. In this article the author suggests going all the 
way by defining the role of the internal auditor as “management's 
internal control specialist.” 


HERE has never been, to my knowledge, a concise statement as to 

the nature of management control and what its component parts 

are, although a lot has been said and written as to its application, as to 
what is good and what is bad. 


While we have all seen the statement on internal control and its 
relation to the public accountant published by the American Institute 
of Accountants, I believe there has never been a concise and short 
statement of the component parts of internal control. The public 
accountants describe it in seventeen pages and I think this is the only 
statement that has ever been made on internal control. There has never 
been a statement made by The Institute of Internal Auditors or, 
I think, by the Controller’s Institute on internal control and its relation 
to these two functions or on management control, so to some extent I 
may be going out on a limb in discussing this subject which I believe 
lies in somewhat virgin territory. 

Let’s consider first the statement of internal control by the public 
accountants; they make reference to the fact that management has 
the responsibility for devising, installing, and currently supervising 
a system of internal control adequate to: 

(1) Safeguard the assets of an organization 

(2) Check the accuracy and reliability of accounting data 

(3) Promote operational efficiency 

(4) Encourage adherence to prescribed managerial policies; and, 


for these purposes, to provide an appropriate plan of organization; an 


*Paper delivered at a meeting of the Tulsa Chapter. 
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adequate system of authorization and record procedures; sound prac- 
tices and, lastly, personnel of appropriate number and capabilities. 


I think, to some extent, issue can be taken with this statement in 
that, in my opinion, accounting itself is a part of the internal control of 
a business. The original concept of the controller was that he would (1) 
bring facts and figures to the management of the business; and (2) 
interpret them for the management for the purpose of controlling, 
appraising and checking the performance of various divisions of the 
business through accounting and figure controls. I think we realize 
today that accounting is only one of the controls that a management 
must have in order satisfactorily to conduct the affairs of a business. 
Internal control must be built into each and every department by virtue 
of the relationships of operations within a department and between 
departments. 


In the era of small business concerns, it was possible for the boss 
to exercise the control over his business in a personal manner; but, with 
the expansion of modern business to what it is today, thousands of 
business concerns are far beyond the capability of one man’s ability 
to control. I know in our own business, it is just as important to main- 
tain an adequate control over the pouring of iron from a cupola or 
the inspection of a machinist’s work, as it is to know the effectiveness 
of a salesman in a particular territory, or the ramifications of engi- 
neering in developing a new product. These things are every day prob- 
lems to the man on the firing line; they are translated into the form 
of operating results and profits for the management or stockholders. 
The more a business becomes decentralized, the more difficult becomes 
the problem of management control and, after all, management control 
and internal control go “hand in glove” together. 


At this point, let’s explore a little the relationship between manage- 
ment control and internal control. 


As I visualize the two, internal control is actually a part, and a 
very important part, of management control. Management control 
comprises the whole area of management in the exercise of its control 
over a business. It consists of two main spheres (1) administrative con- 
trol, and (2) internal control, and each is closely allied with the other. 
I will not go into the details of administrative control in this paper, 
but I would like to discuss internal control. Internal control is actually 
a highly specialized subject and one which I believe no single depart- 
ment has heretofore been responsible for. It is a subject which varies 
from business to business, from industry to industry, and is only as 
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flexible as the management feels is necessary in order to fulfill the 
objectives of overall managerial control. 


In the field of organization alone, one sees the cycle change from 
generation to generation. In the accounting field, for instance, many 
years ago, we had the treasurer as the chief financial officer and then the 
auditor who performed, to some extent, some of the controller’s func- 
tions. Then, both a controller and a treasurer, operating in the same 
business, were independently reporting to the president. Now, the cycle 
is closing up again with the advent of a financial vice president, with an 
auditor, controller and treasurer reporting to him. The progress of 
internal control, as part of the over-all management control, has been 
a gradual one and has been dictated by the exigencies of everyday 
business. 


THE ROLE OF THE CONTROLLER 


The controller has over the years outstripped a mere figure func- 
tion and has become a business adviser and specialist bringing informa- 
tion to the management for the coordinating of a business. This is 
demonstrated very clearly by a statement by no less an authority than 
Mr. Voorhees of U. S. Steel, who is quoted in a book on controllership, 
“Developing Men for Controllership.” 


“Our main objective in the financial organization is service to 
management. Now service of what? Service for obtaining low cost 
operation; service to be certain that we are financially sound and that 
this corporation will be financially sound; service that will keep the 
executives whom we are trying to serve from making mistakes; service 
with respect to good business principles. I find that industrial financial 
men seem to be thought of in a good many quarters as bookkeepers. 
My idea of a financial man is a businessman who knows what the 
accounting service will contribute to his being able to solve problems 
by good common sense and to suggest common sense policies based on 
what deductions he can draw from statistics. And I just can’t overlook 
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the fact that in many organizations, the accounting phase is more of a 
bookkeeping department out back, to be kept there just soaking with 
their figures. In such cases, financial work is regarded as more of a 
necessary evil than as the real force for good business management 


that it should be.” 


Mr. Voorhees’ description of good financial management is becom- 
ing more and more fitting to many controllers today, so that they are 
being considered business advisers to management. 


I think there has been considerable confusion in the minds of a 
number of people as to the distinction between auditors and controllers. 
I am going to be bold enough to try and distinguish the difference in 
these fields of endeavor merely for the purpose of later on defining, as 
clearly as possible, the internal auditors’ part in internal and manage- 
ment control. 


Difference between internal auditor and controller: 
A. Controller 


(1) Business and often financial adviser. 

(2) Controls operations through the medium of reports and 
figures. 

(3) Interprets trends and results from figures and reports. 


B. Internal Auditor 


(1) Sees that internal checks are operating. 


(2) Investigates the various phases of the business for the 
adherence to policies and the adequacy of internal control. 
(3) Acts as a business analyst. 


In order to properly visualize this, I think we must trace, very 
briefly, the development of internal auditing over the past 10 or 15 
years. At the beginning of this period, internal auditors were mostly 
responsible for the checking of figures as to the extent of the control 
function in an endeavor to ascertain that the figures were as repre- 
sented. In this respect, they become of considerable assistance to the 
public accountant in checking the accuracy and reliability of accounting 
data. Today that concept is changing very rapidly and, as evidence of 
this change, I would like to quote from the “Statement of the Responsi- 
bilities of the Internal Auditor,” put out by Tue Instirurte: 


“OBJECTIVES AND RELATED ACTIVITIES” 


“The overall objective of internal auditing is to assist manage- 
ment in achieving the most efficient administration of the operations 
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of the organization. This total objective has two major phases, as fol- 
lows: 


(1) “The protection of the interests of the organization, including the 
pointing out of existing deficiencies to provide a basis for appropri- 
ate corrective action. 


“The attainment of this objective involves such activities of the 
internal auditor as: 


(a) Ascertaining the degree of reliability of accounting and sta- 
tistical data developed within the organization. 


(b) Ascertaining the extent to which company assets are properly 
accounted for and safeguarded from losses of all kinds. 


(c) Ascertaining the extent of compliance with established polli- 
cies, plans, and procedures. 


2) “The furtherance of the interests of the organization, including the 
recommendation of changes for the improvement of the various 
phases of the operations. 


“The attainment of this objective involves such activities of the 
internal auditor as: 


(a) Reviewing and appraising the policies and plans of the organ- 
ization in the light of the related data and other evidence. 
(b) Reviewing and appraising the internal records and procedures 


of the organization in terms of their adequacy and effective- 
ness. 


(c) Reviewing and appraising performance under the policies, 
plans and procedures.” 


This was no mere statement by the internal auditing profession, 
but was a true reflection of internal auditing as it was being practiced 
by the most progressive organizations and fulfilled what internal audi- 
tors everywhere believed was the true scope of internal auditing. 


As you all know, Tue Institute has been conducting a survey on 
internal auditing and the replies that have been received to date indi- 
cate the general acceptance of the Statement of Responsibilities. 


So, in the same way that the controller outgrew his mere figure 
function, the auditor has outgrown his mere checking function and is 
being requested by management more and more to check and appraise 
the line operations from the point of view of their adequate control 
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and to see that they are in keeping with the policies and procedures 
that have been laid down by management. 


I think it should be borne in mind at this point that just as their 
are various grades of controllers, there are various grades of internal 
auditors. Each day we see in larger companies the progress towards 
auditing at various levels. This has been emphasized by one of our 
past presidents, Earle Cunningham of General Motors Corporation. 
Firstly, there is plant or local auditing; secondly, divisional auditing; 
and, thirdly, management auditing, the latter being divided between 
internal auditing and external auditing and the degree of expansion of 
the sphere of internal auditing increasing with each of the three levels. 


INTERNAL AUDITING AND EXTERNAL AUDITING 


I would like to comment for a just a moment on the difference in 
approach of the internal auditor and the external auditor at the man- 
agement level. The external auditor has, of course, a responsibility 
both to management and to the general public and, as such, he is 
interested in: 


(1) the position of a company at a given date 
(2) the results of its operations for a given period 


(3) the existence of adequate control procedures, principally from 
the standpoint of those which affect accounting records. 


The internal auditor, on the other hand, is more interested-in-the 
adherence of the line organization to policies set down by management 
and ‘Wo see that the figures being reported to management adequately 
reflect the operations. In addition, he is interested in the furtherance 
of the interests of the organization including the recommendation of 
changes. This, as you can see, goes considerably further and takes on, 











to some extent, the possible duties of the management engineer if such 
a one was employed by a company. However, the management engi- 
neering function, if such is performed by the internal auditor is, I 
believe, concerned primarily with that portion of this work which con- 
cerns good internal control, rather than specializing in technical opera- 
tions. 


To do otherwise would put an almost impossible burden on the 
staff of the internal auditor. He would have to have men who are 
experts in order to be able to “speak the same language” as those being 
audited. I do not feel that such a staff is required or necessary. Just 
as familiarity breeds contempt, unfamiliarity can ask questions which 
can be disarmingly intelligent. Some of the best audit reports I have 
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seen have been made by men who know only a little of the subject 
at hand, but a lot about the impact of that subject on the rest of the 
business. In other words, they know what to look for without necessarily 
fully understanding all the technicalities involved. 


I would like to comment on one point of view which is evidenced 
by many controllers whom I have known. When asked if their com- 
pany maintained an Internal Auditing Department, their reply was, 
“No, we do not have one, but these functions are performed by other 
employees.” I think this could alone be the source of an interesting dis- 
cussion as to where the checking function ends and internal auditing 
begins. It is a flexible line, but I suggest that those who confine their 
auditing merely to internal check have fallen far short of achieving the 
full benefits of internal auditing and a great deal of evidence supports 
the fact that to get the most out of internal auditing, the auditor should 
be freed from routine checking. 


THE PLACE OF THE INTERNAL AUDITOR IN INTERNAL CONTROL 


I think if we follow the internal control thinking to its ultimate 
conclusion, we will see exactly where and how the internal auditor fits 
into the picture. It has often been said that auditors are responsible for 
the prevention of fraud and for the discovery of fraud. I think issue 
can be taken with such a statement. It is a well known fact that prac- 
tically all cases of fraud were discovered accidentally or through the 
medium of internal control or just because they got too big to handle. 


I think I would rather see management take the full responsibility 
for the prevention of fraud in the establishment of strong internal con- 
trol with the internal auditor to see that it is maintained. I think you 
will then find that the discovery factor will be minor, since, to a large 
extent, fraud will be prevented. To quote the old homily, “an ounce 
of prevention is worth a pound of cure.” 


Man is a strange creature, he learns mostly by sad experience. 
Most of the major developmens in internal control have been in com- 
panies where there have been sad experiences. Free thinking has paid 
off only in the light of experience. There are a few companies who 
have been sufficiently forward thinking in establishing the necessary 
preventive measures so that cures for lack of internal control have not 
been necessary. 


I remember very vividly the experience of a public accountant. 
He had been asked to review the internal control (from the accounting 
standpoint) of one of his clients, He rendered a complete and detailed 
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report. Unfortunately, the chief financial officer did not realize the 
importance of maintaining a control of the copies of the report and in 
the course of the next two years, one of his enterprising employees used 
this report to his good advantage in collaboration with other employees 
to defraud the company of thousands of dollars. 


Now, as I think you realize, internal control is a very flexible 
thing varying from business to business and company to company and 
depends greatly on the size and complexity of the business. The more 
management delegates its authority the more the necessity for strong 
internal control and auditing, being a part of that internal control, 
varies with it. It becomes a question of degree. Management today is 
delegating more and more authority to decentralized, semi-autonomous 
units. I am hopeful that in the years to come Tue INstrruTe, through its 
research activities, will be able to shed some light on the propriety of 
the degree of internal control under varying conditions and the relative 
extent of internal auditing applicable under the circumstances. 


The education of business in effective internal control and internal 
auditing is and will be slow, but I would like to give you my impression 
of a few instances of the relationship of internal control and internal 
auditing from various sides of the business. 


Sales. Practically every business has a sales control plan. Bas- 
ically it may rest in the hands of the local managers with the significant 
items being passed along to headquarters sales executives for analysis 
and control. A control is established over the salesman’s activities to see 
that the time is spent as fruitfully as possible and the direction of his 
activities is in keeping with the policies laid down by sales headquarters. 
A system of control for such a plan might rest with headquarters sales 
reviewing each order and getting reports from the district managers. 
This in itself with occasional visits from headquarters staff for an 
expression of enthusiasm and of policy is considered sufficient. 


Does this, however, provide modern management control and 
internal control? What part can the auditor play? He is an independent 
observer. He may know little of the so-called technical phases of the 
business, but understands business and business analysis. He sits down 
with the manager, reviews the carrying out of policy and checks to see 
that it is being done. He may review the budget, see that it is equitable, 
under the circumstances; he objectively sees the control plan in opera- 
tion and the reports made to headquarters; he is the missing link on 
policy between headquarters and the line in the field. 


Budgets. Auditing of budgets is a field that not too many of us 
are familiar with, yet it is a field which pays handsome dividends. A 
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few years ago, I saw an audit report which among other things com- 
mented on the budget of a factory auditing department. Now, the audi- 
tor apparently was no budget expert, yet he picked up from conversa- 
tion and investigation one very important fact. This particular depart- 
ment’s budget varied with the amount of direct labor hours, a fact 
which was proving a headache to the local controller because while the 
operations were falling off, billings were increasing in number because 
they were smaller in size, disbursements were increasing and likewise 
were smaller in size, incentive operations were increasing, yet the bud- 
getary control was considered modern. Not long after this a new trend 
in budgeting technique was seen evolving. 


Factory. The field of incentive payments to factory employees is 
highly technical and shrouded with the usual pitfalls that surround 
dealings with union employees. Here is a field of great lack of control 
which has come with delegation of authority. The control of wages 
and salaries in most organizations is one which is centered in a few key 
personnel or controlled by job evaluation plans. Yet the payment of 
wage incentives is spread amongst a number of employees. Salary rates 
are controlled from year to year, incentive rates are virtually perpetual. 
The control in the average company lies in the proper education of rate 
setters. This lack of control has been recognized by many companies 
and one of two things has been done. Either the auditors have been 
called in to police the operation or the manufacturing department has 
instituted checks of its own. In the latter case the auditors merely 
satisfy themselves that the internal checks are adequate. 


So, we see the internal auditor as management’s representative on 
maintenance of internal control bridging the gap of delegated responsi- 
bility and authority and I feel this is one of the most important spheres 
for the internal auditor, as a specialist on internal control. It is, I 
believe, in this manner that the auditor can be of the most service to 
management and it is in service to management that the future of 
internal auditing lies. One of the most successful auditing departments 
in the country has built its reputation on service, service to top manage- 
ment, service in bridging the gap in the management control picture. 


I hear many questions as to the type of man who can successfully 
fill the role of internal auditor. I think, in the past, it was considered 
a prerequisite for the auditing department to be filled with specialists 
from all departments of the business in order properly to audit the 
activities of each department. That, in my mind, is a long chain aptly 
criticized by the question, “Who audits the auditor?” 


How much better is the approach to evaluate the internal control 
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in each phase of the business? All the auditor has to have is good busi- 
ness judgment, a sound knowledge of his company’s business and a 
specialist’s knowledge of good internal control. Results speak for them- 
selves, it is in the evaluation of results that good internal control is 
built. If too many errors are made, it may not be the fault of the indi- 
vidual responsible but a lack of control over that particular phase of the 
business, either in selection or control over personnel, policies and pro- 
cedures. The auditor must be expressive but not verbose, inquisitive but 
tactful, analytical but on a broad basis, professional but not pedantic. 
Above all, he must be a company man. 


I therefore propose as management's internal control specialist, 
the Internal Auditor. 


No matter how big and tough a problem may be, get rid of con- 
fusion by taking one little step towards solution. Do something. Then 
try again. At the worst, so long as you don’t do it the same way twice, 
you will eventually use up all the wrong ways of doing it and thus the 


next try will be the right one. 
G. F. Norpenxo cr. 








A COMBINED INTERNAL AUDIT 
AND METHODS DEPARTMENT*® 


By E. H. BANKS, Comptroller 


The Hydro-Electric Power Commission of Ontario 








In many organizations the relationship between the responsibili- 
ties of the internal auditing department and those of the systems and 
methods department is a subject of frequent discussion by members of 
both groups. One feature of the recent reorganization of The Hydro- 
Electric Power Commission of Ontario was the creation of a combined 
Internal Audit and Methods Department comprised of an Internal 
Audit Section and a Methods Section, both reporting to the Internal 
Auditor. Here is a report on how this arrangement is working out. 





N our organization we now have an internal audit section and a 

methods section combined in one department designated as the 
internal audit and methods department. The head of this department 
has the title of internal auditor. The principal thoughts behind this 
form of organization are first, that the internal auditor, through the 
medium of his audit staff, is in a better position than anyone else to 
examine the effectiveness of existing methods and, second, that as the 
internal auditors go about their daily work they have direct contact 
with the members of the methods section in order to discuss possible 
revisions and improvements. 


For a better understanding of the various functions performed by 
this combined department, it may be helpful to indicate the size of the 
undertaking, the development of this plan of organization and the 
relationship of this department to other departments. 


SIZE OF THE UNDERTAKING 


The assets of The Hydro-Electric Power Commission of Ontario 
now stand at approximately $968 million. The territory served stretches 
from the Quebec to the Manitoba borders and from Lake Ontario to 
Abitibi Canyon. This area is administered from Toronto through 9 
regional offices and 100 area offices. The latter are predominantly 
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rural. Gross income in 1950 was approximately $88 million. The Com- 
mission supplies power to 1,017 municipalities and bills directly some 
300,000 rural customers. 


DEVELOPMENT OF THE INTERNAL AUDIT AND METHODS DEPARTMENT 


Up until 1947 the audit department was functioning in two 
groups, one of which responded to a division other than the comp- 
troller’s division. No methods section existed and the audit work was 
of a strictly routine checking nature. 


In 1947 the management commenced a revision of the entire 
organization to fit the growing needs of the power supply system and, 
in the course of this work, decentralized many administrative functions 
into nine regional offices. A comptroller’s division was created with 
the understanding that a fully fledged internal audit and methods 
department would be organized to standardize procedures and develop 
internal auditing to the point where it became a tool of management 
control. 


POSITION IN THE ORGANIZATION 


The Commission is comprised of three members and administra- 
tively corresponds to the board of directors in a private company. The 
general manager & chief engineer responds directly to the Commis- 
sion and is the point of contact between the operating organization and 
the Commission. Below him, disregarding certain positions which do 
not concern us here, there are two assistant general managers, of engi- 
neering and administration. The comptroller’s division is one of the 
divisions comprising the administration branch. The internal audit 
and methods department is one of the departments of the comptroller’s 
division. 

There are accounting centers in other divisions and many field 
offices but the accounting policies and procedures are determined by 
the comptroller’s division. 


FUNCTIONS PERFORMED BY THE INTERNAL AUDIT 
AND METHODS DEPARTMENT 
AUDIT VERIFICATION WORK 


This work is not limited to routine checking; it also involves 
examination of procedures with observations and recommendations as 
to possible improvement. 


A large part of this program is co-ordinated with the work of the 
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public auditors and enables that firm to devote more time to the balance 
sheet and cost-of-power aspects of the audit. 


Each audit visit is covered by a formal report which is addressed 
to the comptroller. A copy is sent out to the operating management 
involved. The auditors are required to discuss the proposed contents 
of the report with the members of the line organization before leaving 
the location where the audit was made. This makes for a responsible 
form of report and, we believe, increases the respect which the operating 
staff have for the auditors. 


Where the auditors notice deficiencies in office equipment and lay- 
out, they make mention of it in their formal report. 


CONTRACT VERIFICATION 


The commission has a number of large construction contracts per- 
formed on a cost basis. Because of the specialized verification involved 
the accounting department has resident cost contract auditors who 
continuously check all detail substantiating the contractor’s claim for 
reimbursement. This phase of the work does not come under the intern- 
al auditor since it is more in the nature of an accounts payable check- 
ing routine. However, the construction jobs are periodically visited by 
the internal auditors in order to see that the verification procedure 
involved are soundly based and properly carried out. 


MUNICIPAL VERIFICATION 


While the local municipal commissions are audited by public 
accountants, each regional administration office of The Hydro-Elec- 
tric Power Commission has one or more accountants who are engaged 
on the verification of the accounts of municipal commissions. Their 
work is not strictly of an auditing nature but has more to do with the 
method of recording revenues and expenditures, the preparation of 
financial reports and verifying that provisions of The Power Commis- 
sion Act in respect of financing, investments and reserves are complied 
with. These regional men are checked by the internal auditors in much 
the same way as the cost contract auditors mentioned previously. 


The auditors who carry out this work are also engaged from time 
to time on special assignments in respect to municipal accounting 


MR. BANKS is comptroller of The Hydro-Electric Power Commission of Ontario, 
Canada. Prior to his joining the Commission, in 1947, he was Secretary-Treasurer of 
Atlas Steels, Limited, Ontario. 


Mr. Banks was born in England and educated in Canada. He obtained his Char 
tered Accountant degree in 1934 while in the employ of P. 8. Ross & Sons, Chartered 
Accountants. 


A Combined Internal Audit and Methods Department 63 


methods and other jobs. For instance, for some months last year one was 
engaged in the consolidation of the assets and liabilities of a private 
company with those of a municipal commission which had purchased 
the private company. 


METHODS WORK 
Forms ConTROL 

We have recently introduced a system of registering all existing 
forms as they come up for re-printing and any new forms required. 
At the time of registration the form is reviewed and improvements are 
recommended to the line organization. Where it is evident that a form 
is a duplicate of information set out elsewhere, it is recommended that 
the form be eliminated. Such action is naturally only advisory, but 
we have found that it is very desirable to have a central ccntrol of this 
type, since duplication of information on forms is bound to arise. 


MANUAL 


The methods section is also responsible for the publication of a 
standard accounting procedure manual which is placed in the hands 
of all accounting centers. In order to revise this manual every three 
months, changes in procedure during the interim period are issued in 
the form of numbered bulletins. While these are known as comptrol- 
ler’s bulletins, they are reviewed, registered and released through the 
internal auditor’s office. 


As all revisions in procedure naturally do not arise from sug- 
gestions of the internal audit and methods department, this way of 
dealing with changes keeps that department fully informed and in a 
position to criticize the proposed procedure and have it modified where 
necessary before release. 


Unirorm System or AccouNTs 

During 1948 we made a complete revision of our account system. 
This work extended over a number of months and the internal auditor 
sat in on these discussions. The changes were aimed at setting up the 
maximum administrative control over expenditures with the minimum 
of detail. The accounts were designed to fit in with a reporting system 
worked up jointly between the accounting department and the internal 
auditor. 


REGIONAL Orrice METHODS 


A large part of the methods work to date has resulted from the 
decentralization of accounting functions to the regional offices. This 
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has involved the setting up of adequate procedures for payroll, cash 
and banking, stores, general ledger and customer billing. 


The work in connection with stores was co-ordinated with a very 
extensive inventory control system introduced in connection with our 
central warehouse. One of the most important products of this co-ord- 
inated material control system is that it first supplies the regional 
stores accountant with information on supplies within his region so 
that materials may be moved from a location where a surplus exists, 
to one requisitioning material. In the second place the overall regional 
reports are combined with those for the central warehouse for the 
information of the supply officer in order that he may keep all stocks 
at a minimum by transferring from regional surpluses to regions requir- 
ing material. This report gives the director of supply a complete pic- 
ture of the total stocks and location of any particular material. 


JOB EVALUATION 


The head of our internal audit and methods department is a 
member of what we call our working committee (on position classifi- 
cation.) The committee acts as an advisory body to the line management 
throughout the organization. Its job is to place a valuation on every 
position established. We believe the internal auditor is in a particu- 
larly good position to act in this capacity since he has a wide experience 
with all positions within the organization and is able to draw intelligent 
comparisons and help maintain uniform treatment and interpretation 
of titles. 


The internal auditor has also worked on a committee studying 
the pros and cons of merit rating. 


SPECIAL ASSIGNMENTS 


The internal auditor has worked on a number of special assign- 
ments such as (a) the verification of accounts of private companies 
before being acquired; (b) after acquisition the closing out of the 
accounts of such companies and consolidation with the accounts of the 
Commission; (c) investigation into increased costs where a contract is 
being re-negotiated; and (d) attending meetings in the regional area 
and head offices in connection with career planning (periodic survey of 
individual employees to determine performance, potentialities and addi- 
tional training necessary). 


TYPE AND TRAINING OF PERSONNEL 


The type of department which we have set up requires, we believe, 
several senior men who have had professional auditing experience and 
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also practical experience in dealing with organization and procedure 
problems. 


We believe, however, that the remainder of the staff can be drawn 
from within the organization and, in fact, should form part of a train- 
ing program within the comptroller’s division. 


We had at one stage asked our various section heads if they would 
be in favor of a system of continuously transferring employees from 
one section to another for training purposes and in order to maintain 
interest in the job. This was not acceptable and on further examination 
appeared impractical because of the time element and work disruption. 
Consequently, the idea was introduced of moving a few selected per- 
sonnel into the internal audit section where they could see all phases 
of accounting activity in a relatively short time. This has the double 
effect of producing better accounting personnel and keeps the Internal 
audit section “fresh.” As there is necessarily a substantial quantity 
of routine checking and verification work involved in internal auditing, 
it is felt desirable to change staff at the lower levels at reasonably fre- 
quent intervals. 


We have already had several cases where men who had been in 
routine jobs for many years have passed through the internal audit 
section to positions of responsibility. We believe this progress was made 
possible by the wide knowledge obtained in the internal audit section. 

The full development of our internal audit and methods depart- 
ment is still in progress but we believe we have made sufficient advance 
to satisfy ourselves that our type of organization adequately meets our 
own particular needs. 


When a man puts a limit on what he will do, he has put a limit 


on what he can do. 
—THEOpDORE ROOSEVELT. 








ECA AIDS THE FOREIGN ACCOUNTING 
PROFESSION” 


By CLARK L. SIMPSON, Deputy Controller 
Economic Cooperation Administration, Washington, D. C. 


Tue InstiruTe or INTERNAL AupiTors is a truly international 
organization. One of its primary purposes is to further the improvement 
everywhere of managerial control through modern accounting and 
control techniques. Progress in this direction is getting a big boost from 
the Technical Assistance Program of the Economic Cooperation Admin- 
istration (Marshall Plan). 


ID to Europe under the Marshall Plan is not confined to the furnish- 

ing of commodities and production equipment. Indeed, one of the 
very important features of the operations of ECA is the Technical 
Assistance Program, or the aid actually and generally gratuitously 
given by U. S. businesses to interested enterprises abroad. 


Merely making production machinery and raw materials available 
to a country is not sufficient to insure acceleration of production even 
with extensive, outside financial assistance. The ability to absorb cap- 
ital effectively may be limited seriously by the inertia of custom and 
tradition in connection with habits of work and methods of production, 
a lack of enterprise and unwillingness to take risks. Resistance to new 
methods is generally greater where change is most urgently needed. A 
basis for resistance to American technical assistance is said to be a mis- 
undertanding of our foreign policy objectives—of which three pre- 
dominate: (1) the support of political democracy, (2) enlistment of the 
cooperation of other countries in defending free nations against aggres- 
sion, and (3) the improvement in the well-being of their peoples. The 
third is vitally important if the first two are to succeed and it is in the 
third category that most of the ECA technical assistance projects fall 


U. S. TECHNIQUES ABROAD 

U. S. techniques and procedures are made available by sending 
experts abroad to teach interested groups and by bringing study teams 
into this country to learn by observation, under guidance of experts, 
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our methods and operations. Both means have proven their merit. As 
a result of such projects, (1) Austria has improved agricultural pro- 
ductivity and reduced food import requirements, (2) Belgium, through 
introduction of better drainage routines, should be able to reclaim close 
to one million acres of fertile land, (3) As a result of visits to coal 
and metal mines in this country, Belgium coal production should be 
greatly increased with costs lowered through adoption of better methods, 
(4) Denmark’s milk industry should materially benefit from a study of 
hygenic and technical matters in this country, (5) France sent over a 
20 man team of foundry owners, managers, engineers, foremen and 
molders to make a six week study in the field of steel and malleable 
castings. This should benefit most of France’s basic industry paving 
the way for increased production of farm machinery, railway, automo- 
tive and shipbuilding equipment, rolling mill and steel works equip- 
ment, and products for mining, chemical and mechanical industries, 
(6) Studies have been made by representatives of many countries to 
insure latest teaching in their universities; studies have been made of 
peanut production, irrigation practices, poultry culture, artificial insem- 
ination, animal husbandry, the forest and lumber industry, the garment 
industry, rubber manufacturing, shoe production, welding methods, 
Farm Youth activities, farm mechanization, land use, refrigeration, 
tourist techniques, potato production, the field of plastics, and a host 
of other subjects of equal importance, including accounting and con- 
trollership activities. American industry and American labor have 
opened their arms to visitors; of equal importance, they have opened 
their plants, stores and offices to them and have given freely of their 
know-how that these visitors may return to their homes better qualified 
competitors, another case of “Macy telling Gimbels.” 


AMERICAN ACCOUNTANTS ASSIST 


ECA has many times called on the American Institute of Account- 
ants, accountants in practice, the Controllers Institute, the National 
Association of Cost Accountants and college professors throughout the 
U. S. for help in indoctrinating foreign groups. A national C.P.A. firm, 
specializing in hotel accounting, was of real assistance in connection 
with the study of tourism techniques. A Baltimore C.P.A., no longer in 
active practice, came out of retirement long enough to undertake a 
study for the Turkish Government (but financed by Technical Assis- 
tance Funds) of certain of their operations. 


MODERN PUBLIC ACCOUNTING IN GREECE 


In Greece, in 1948, there was practically no public accounting pro- 
fession in existence. Commerce and industry kept records of a sort, fre- 
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quently duplicate and triplicate sets of books each reflecting “facts” to 
serve their special purpose. The ECA controller actively interested him- 
self in the needs of business, worked with universities in establishing 
courses, importing qualified instructors, and in other ways worked for 
the long-range improvement of the profession of public accounting. Dur- 
ing January 1951, the ECA controller in Athens attended meetings 
with a committee appointed under Greek law to draw up legislation 
to legally recognize the profession of public accounting, to issue certifi- 
cates and to regulate the practice. 


HELP FROM ECA CONTROLLERS 


ECA controllers in various countries have voluntarily rendered 
technical accounting services to numerous governmental agencies. We 
have assisted on tax matters, on controlling costs on special projects, on 
calling attention to the serious need of internal audits in agencies, and 
on governmental accounting. Offers of such help have always been well 
received and we have encouraged our staff to take on such extra-curricu- 
lar activities for the improvement of accounting techniques on an inter- 
national scale. 


BETTER PUBLIC FINANCE METHODS FOR TURKEY 


We arranged for a study to be made, by an expert on public fin- 
ance, of the Turkish governmental structure to point out means of 
improving the fiscal system of that republic. The report which fol- 
lowed the survey outlined many of the fiscal problems, discussed the 
Turkish revenue system together with pertinent matters relating to 
the various taxes. Our expert recommended the installation of modern 
accounting equipment in the ministry of finance, reorganization of 
the tax administration machinery, improvements in budgeting, better 
training of Turkish personnel, and the obtaining of specialists to under- 
take revitalization of various units of the government. 


ACCOUNTING CONTROL FOR MINING AND ELECTRIC POWER 
INDUSTRIES 


A certified public accountant from the U. S. made a five month 
study of a foreign governmental agency responsible for financing and 
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managing the mining and electric power resources of one of the par- 
ticipating countries. His purpose was to recommend a modern, efficient, 
up-to-date system of technical and commercial accounting for the 
involved industries. He found that the established procedure contained 
all the “elements” of a modern accounting system but that in actual 
operation, there was no resemblance to commercial practice. Reports 
were always late, too late to be of use to management. Bookkeeping 
procedures were too involved and were ancient, duplication was preval- 
ant, the routine was slow, inaccurate and costly. 


His report pointed the way to a system of accounting which would 
simplify their bookkeeping, streamline their procedures, give them 
timely and meaningful accounting reports and all this with a reduction 
in their overall costs. A recommendation was made for an accounting 
manual for, although numerous branches were involved, there had been 
no uniformity. Actually, the accountant practically suggested a com- 
plete discard of the existing methods to make it possible for modern com- 
mercial management policies to be utilized efficiently. 


DANISH BANKING PROCEDURES 


Financial men in the U. S. were quite interested in the Danish 
proposal to send bank officials and select employees to study the organ- 
ization and financing systems of the American banks. No one was to be 
sent unless he already had theoretical training and practical experience. 
The Danes were especially interested in the American Institute of Bank- 
ing, in their excellent training program with a view to adopting many 
of its features. They were interested in mechanized accounting, in proof 
machines, check sorters, punch cards, bookkeeping machines, calcu- 
lators and mailing machines. They desired to study the miraculous 
systems in use in the larger banks where “daily statements are usually 
available to the management two days after the date at which the 
statement is made.” All in all, they wanted a chance to study and dupli- 
cate the progress made in banking methods—and an ECA technical 
assistant project, with the wonderful cooperation of American bankers, 
is making it possible for them to realize these desires. 


GOVERNMENT BUDGETARY AND ACCOUNTING CONTROLS 


The government of Greece was weak with regards to its Bud- 
getary and Accounting but their Prime Minister and other officials 
were aware of the situation. Through ECA, arrangements were made 
for a study by the Public Administration Service of Chicago, which 
was also to propose a program designed to improve the situation and 
to recommend a plan for better training of the personnel to result in 
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more effective federal administration. They found the accounting pro- 
cedures, forms and records cumbersome. Despite decentralization, most 
records were completely duplicated elsewhere. The inconvenience of 
doing business with the government, as a result of the time consuming 
disbursement procedures, resulted in increased costs from vendors who 
anticipated such inconveniences and charged accordingly. Cost account- 
ing records, when they existed, were inadequate. Practically no account- 
ing equipment was in use and it was impossible to obtain accounts and 
adequate information promptly. 


Specific recommendations made included: 
“A determination of the necessity or desirability for the 
maintenance of each fund or account.” 


“The development of simplified fund and cash account 
structures, together with the drafting of revisions in legal and 
administrative provisions necessary to put them into effect.” 


“A review in detail of the classifications used and the 
practices followed in the general accounting for assets, liabili- 
ties, reserves, and surpluses of the several funds, and the tie-in 
of these accounts with the expenditures and revenue accounts.” 

“The development and installation of such revised prac- 
tices and account structures as are deemed desirable.” 

“A determination as to fiscal data needed by administra- 
tive and legislative officials and the public.” 


_ “The development and installation of a system of reports 
which will furnish such information promptly and in a use- 
able form.” 

“Installation of improved accounting equipment.” 


“Provision of a program for training for the employees 
concerned in the operation of the revised system.” 


THE ANGLO-AMERICAN COUNCIL ON PRODUCTIVITY 


One of the most interesting accounting teams visiting the United 
States under our Technical Assistance Program was the group spon- 
sored by the Anglo-American Council on Productivity. This Council 
was formed in the autumn of 1948 on the initiative of Sir Stafford Cripps, 
the Chancellor of the Exchequer in Britain and Mr. Paul Hoffman, ECA 
Administrator in the U. S. A. This organization had previously spon- 
sored a number of projects involving trade associations and they con- 
cluded that an accounting team should be sent which would represent 
various associations of chartered accountants, certified accountants and 
cost accountants throughout the United Kingdom. 


The main aim of the team was to determine how American man- 
agement is assisted by accounting in the achievement of high produc- 
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tivity. It was desired to survey as wide a field as possible rather than 
concentrate on any one industry. The itinerary arranged by ECA 
included visits with the American Institute of Accoutants, with the 
Controllers Institute of America, and with the National Association of 
Cost Accountants.* Visits were also made to Columbia University, Har- 
vard School of Business, Massachusetts Institute of Technology, Roose- 
velt College and Northwestern University School of Commerce. Six 
industrial firms were visited in New York, four in Boston, one in 
Bethlehem, Pennsylvania, two in Pittsburgh, one in Baltimore, three 
in Endicott, New York, one in Louisville, one in Peoria, Illinois, twenty 
in Chicago, thirteen in Cleveland, one in Elmira, Ohio, four in Dayton, 
one in Lancaster, Ohio and one in Schenectady. Visits were also made 
to public accounting firms in various areas. 


Upon completion of the survey, the group made up a 72 page 
report, which contained many interesting conclusions. They marveled 
at the effectiveness of management and considered it the greatest single 
factor in American industrial supremacy. Effectiveness of American 
management and accounting, they concluded, did not rest on the tech- 
nical superiority but on thorough application of techniques which are 
equally well-known in Britain. They referred to American belief that 
unit costs must be reduced each day and every day, week in and week 
out, year in and year out, and concluded that this thought is so natural 
to American management and accountants that it is taken for granted, 
that they are aware that if unit costs are not continuously reduced, the 
standard of living will not rise and that raising the standard of living 
is practically a religion in America. 


This group emphasized that it is highly beneficial to an organiza- 
tion when the manager has had training at one of the business schools, 
that they then learn the value and utility of financial statements and 
learn what can be inferred from them. They also indicated that in 
America, the accountants realize service to management is one of the 
main aims. The group seemed almost surprised that in this country 
the Controllership ranks with top-management and that both manage- 
ment and the accountants recognize that the primary purpose of 
accounts and costs is to guide management in planning the future, that 
this permits management to base its decisions on facts and reasoned fore- 
casts. They pointed out, however, that all Controllers emphasize that 
they must constantly and continuously show how figures and statistics 
contribute to effective management. The British visitors attribute the 
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vigor of American management to the knowledge of the individual 
manager of his responsibilities and power and possessions, of the free- 
dom and confidence that lets him get on with the job. 


It was indicated that practices in American companies varied as 
greatly as those in Great Britain, but that the standard of information 
furnished management was higher, that probably the most valuable 
information was conveyed to management by frequent discussions with 
the Controller and his staff, and in special reports dealing with cur- 
rent problems and likely developments. These Britishers complimented 
us on the friendliness and understanding existing between the Con- 
troller and the production department, and indicated that the Con- 
troller’s services are considered essential to production. Emphasis was 
placed on the fact that financial statements are prepared with unusual 
promptness by American accountants and that frequently such reports 
are handed out personally by the Controller or a senior member of his 
staff, with verbal explanations available on the spot. 


In its report, the team recommended that management, in consid- 
ering the future, should make the fullest use of budgeting based on 
accounting data, that top-management should bring industrial account- 
ants into consultation in early stages of formulating policy, that indus- 
trial accountants should concentrate on producing information to serve 
as a guide to policy and action, that consideration should be given to the 
publication of fuller information in annual reports and that manage- 
ment should take an active interest in the extension of the institutes 
and colleges to teach business administration at all levels, giving serious 
consideration to American practices in the field. 


IMPROVED COST ACCOUNTING 

Two other accounting projects which have been approved will 
soon bring about sixty additional accountants to this country for surveys 
and study of American accounting methods. The first group consists 
of cost accountants from Austria, Belgium, Denmark, France, Greece, 
Germany, Iceland, Ireland, Italy, Luxembourg, Norway, Netherlands, 
Portugal, Sweden, Trieste, United Kingdom and Turkey. This group 
will be given an orientation course at the New York University Gradu- 
ate School, followed by approximately five weeks of field visits. On these 
trips, the visitors will have the opportunity of acquainting themselves 
with practically all phases of cost accounting and controllership as 
related to industrial and commercial organizations in the New York, 
Philadelphia, Pittsburgh, St. Louis, Indianapolis, Cleveland, Detroit, 
Chicago, Milwaukee areas. They will also visit in Washington at the 
Bureau of the Budget, the Department of Commerce, ECA and their 
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respective Embassies. Before leaving this country, they will have a 
panel discussion in New York and be given an opportunity to ask 
questions and state any particular problems which they have encoun- 
tered on which they need additional help. The application indicated 
that these countries recognized an improvement in management 
accounting would make a real contribution to increased productivity 
and they pledged that the benefits of such a trip would be extended 
to other accountants in the respective countries through the report 
which would be drawn up by the visitors. It is contemplated that this 
group will learn firsthand many of the methods by which costs are 
determined and carried in the records, how costs are distributed by 
American industry, the manner of treating discrepancies between esti- 
mated and actual costs, the effect of costs on productivity of a firm, and 
how cost staffs are trained in this country. 


AMERICAN TECHNIQUES FOR FRENCH INDUSTRY 


Another study group coming to this country consists of a 
number of expert accountants from France. The important part 
played by accountants in the French economy is indicated by the 
fact that 2,060 chartered accounts and 6,900 certified public accountants 
service about 400,000 enterprises in their country. In applying for 
approval of this project, French authorities indicated they considered 
that it would be highly profitable for the French accountants to get a 
firsthand view of American techniques and methods, to determine how 
such techniques contributed to industrial, commercial and administra- 
tive efficiency and increased the productivity of the respective firms. 
The individuals expressed interest in visiting successful firms to deter- 
mine, among other things, what contribution expert accountants have 
made to such success; what effect did their suggestions have upon the 
policies; how does the accountant express these suggestions; how active 
are the American accounting associations; how does accounting teach- 
ing in the United States differ from that in France; and does the small 
firm have as great a benefit from the public accountant as the large 
firm? 


DEMOCRATIC WILLINGNESS TO ENCOURAGE POTENTIAL 
COMPETITORS 


A flow of ideas as well as a flow of goods has been set in motion 
by the Marshall Plan. In the long run, this may prove to be the most 
dynamic feature of the entire U. S. aid program. It is strange indeed in 
these days of intense nationalism to see a major producing nation 
deliberately encouraging potential competitors to make use of its most 
advanced ideas and practices; strange and new, yes, but intelligent and 
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entirely consistent with the principles of mutual help, upon which the 
Marshall Plan has staked its success. It is the mutual help of this tech- 
nical assistance which will continue to benefit the countries of the world 
and which will be remembered and appreciated long after the effect of 
the material aid which we have given has vanished. 


If you want to compare the force of the human mind and the force 
of atomic energy, remember that without the human mind, atomic 


energy would be unknown and unusable in the world today. 


—Lawrence B. Sizer, Marshall Field & Company. 





STUDENTS DEPARTMENT 


Edited by FRANK A. LAMPERTI 











THREE SHIPS 


A story is told of the student whose examination paper showed not- 
able conciseness in explaining the outcome of a naval battle. “The 
loser,” he wrote, “lacked three ships — seamanship, marksmanship, 
leadership.” He could have listed the same three “ships” had the ques- 
tion concerned the factors that go to make a successful auditor. 


SEAMANSHIP: The ability to wade through involved and compli- 
cated details that face us all from time to time and reach sound con- 
clusions. 


MarksMansuip: The ability to sell these conclusions and hit the 
objectives, whether close at hand for today or tomorrow, or those at 
a distance requiring detailed planning for the future. 


LEeApERSHIP: The direction of human activities with skill, wis- 
dom, fairness, and thoughtfulness. 


Times have changed since the old days when a man who owned 
a business always managed it too. Today in most of our businesses a 
group of people, uually starting at the bottom of the ladder and working 
up, run the business for the owners, the employees, and the public. 
These people are management. Management is a profession. It takes 
training, initiative, and fairmindedness to successfully manage an un- 
dertaking. 


Management people at all levels must make decisions. These deci- 
sions can affect, for good or bad, the future of the business, the security 
of employees, and the savings of investors. 


The internal auditor is a part of the management team. His con- 
tributions are the conclusions and appraisals which he has reached as 
a result of his general or specifically assigned investigations. He himself 
gives no orders, but if his markmanship is accurate, many orders issued 
by the rest of the management team will be the direct result of his per- 
sonal efforts. 
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Auditing is not a substitute for management. It is a function of 
coordinating, investigating, and advising management so that proper 
procedures, policies, or instructions may be issued whenever needed. 


Procedures, policies, and instructions are fine, but in the last analy- 
sis it is human beings that make them work. The auditor is frequently 
the only connecting link between higher management and line em- 
ployees. The degree of success of his efforts will depend completely on 
his ability to maintain an objective, independent point of view and still 
retain the regard and trust of those being audited. He must gain all 
around acceptance which boils down to his ability to live under the 
same roof with his fellow man. 


Every human being, no matter what his position, is motivated by 
similar emotional reactions and responsibilities in life as every other 
human being, including the auditor: he wants a good education for his 
children; he is just as interested in getting along in the world; he wants 
the normal comforts of a good home; his wife has similar problems of 
costs of food, clothing, church activities and schools, as the auditor’s 
better-half, etc. 


A helpful, rather than critical attitude, the general knowledge that 
each individual is part of a team pulling for the welfare of the entire 
organization, a constant application of the Golden Rule, and qualities 
of leadership are granted as a matter of course. 


“Seamanship, marksmanship, leadership” — these characteristics, 
with all they imply, are vital requisites for successful internal auditing. 


QUESTIONS AND ANSWERS 


QUESTION 


“Will you please clarify for me the fundamental distinctions 
among Systems, Methods and Procedures? Frankly, I have 
considered these terms as synonymous, but I am told that 
they each have a distinct meaning.” 


This question was submitted to Mr. Earle Cunningham, whose 
reply, somewhat condensed because of space, follows: 


Answer 


All three of these words belong to the same synonym family and 
are used frequently as true and pure synonyms. However, through cus- 
tom and common usage there has developed a more definite distinction 
than might be drawn from reference to a synonym dictionary, as fol- 
lows: 
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SysTEM 


System denotes an organized plan in which the individual parts are 
connected and combined into a complete and harmonious whole. It 
denotes unity of purpose, entirety of operation, and orderliness. A 
method is a part of a system. 


METHOD 


Method is a definite way or a specific process for accomplishing 
an objective. It is a means taken or a plan followed in doing a given 
kind of work or achieving a given end. It is the actual placing of several 
things or the performing of several operations in the most convenient 
order. 


PROCEDURE 


Procedure denotes a series of actions, operations, motions, and the 
like involved in the accomplishment of an end. It is modus operandi. 
It connotes rules, regulations, directives, and instructions for the pur- 
pose of guidance in the application of a method. 


o * * 

Using the foregoing general definitions as background, the accepted 
commercial usage might be defined more specifically as follows: 
SYSTEM 

System is a collective term denoting some overall plan or organ- 
ization. It comprehends all the procedures, methods, routines, and other 


means devised for accomplishing a specific objective. 


This term is used when one is referring to a collective situation, 
such as: 


— 


Accounting System 


to 


Cost Accounting System 
3. System of Accounts Payable 
4. Pay Roll System 

5. System of Receiving and Shipping 

6. System of Inventory Control 

The term system can be used when referring to an overall plan 

or some substantial part of it. For example, within the accounting 
system of a company we might have numerous subsidiary systems such 
as an Accounts Payable System, a Cost Accounting System, a Pay Roll 
System, etc. 
Metruops 


This term is used when referring to the mechanics of a system; the 
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actual processes, ways or means by which the activities of the system 
flow, move or take action. It implies choice of means. 


To illustrate, the system of accounting might provide, through its 
procedures, that all cash receipts should be listed at the point of mail 
receipt. This listing could be performed by hand, by typewriter, by a 
bookkeeping machine, or by some other means. The method to be fol- 
lowed would be a selection of one of these means. 


PROCEDURES 


Procedures are the statutes of the system and regulate the methods 
employed. While it is desirable that they be in written form, to the 
extent practicable, they may be expressed orally or by implication. 


They refer to the action to be followed rather than the action itself, 
which we refer to as method. They may express policies and directives 
of management, and also may embody instructions regarding the meth- 
od(s) to be used. 


* * * 


System is the Plan; Procedures are 


the Rules; and Methods are the Tools. 
* oe * 


Eprror’s Nore—Thanks to Mr. Cunningham. 


The following series of questions were submitted by the chief 
auditor of a large business machine company. The answers were sup- 
plied by an organization with an auditing staff in the foreign field. 


1. Do the foreign auditors report to a domestic auditor or to a separate 
audit section? 


As general auditor, I am responsible for both domestic and 
foreign audits, and all reports are submitted to me at home office. 
Routing of these reports after receipt and the required follow-up 
in the case of foreign audit reports are to the foreign trade repre- 
sentatives of the particular country or countries in which the point 
of audit is located. 


2. Do the auditors travel out of U. 8. headquarters city or are they 
established on a resident basis? 
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Auditors are assigned to an area, such area being so planned that 
the auditor can visit and audit the offices in the area within a year. 
Where the area is small and is within one country, i.e., France, 
Italy, etc., and the volume of work is heavy, the auditor can be 
placed on a resident basis. 


Where the area is large, the auditor cannot be established on a resi- 
dent basis, but may travel throughout several countries, i.e., Bel- 
gium, Holland, Denmark, Sweden, Norway, etc. 


At times, auditors may be sent directly from the U. S. headquarters 
city to a foreign point for an audit that cannot be placed in an 
area conveniently or efficiently, considering traveling expenses and 
time factors. 


5. What period of time does an auditor work in the export field before 
returning to this country, and what is the total length of time that 
he would be used on export audits? 


Audit tours are planned for three years in an area. After a furlough 
of varying length, as set forth in our furlough plan, which is in 
addition to local vacation time, the auditor is reassigned to another 
area. This change in areas preserves his independence of thought, 
breaks up any existing friendship ties, and benefits the company by 
providing a new and fresh approach to audit problems in each area. 


In answer to the last portion of your question, I can say that audi- 
tors, like others, may be peculiar people, but some auditors after a 
foreign tour, wish to make the field their career, and never want 
to return to the U. S. Others prefer one or two tours before return- 
ing to domestic service. Therefore, the time factor is dependent 
on personal reactions. 


4. If you have a resident auditor, what means do you use to keep him 
independent of line management of the export units? 


Change of area every three years. The auditor knows that if his 
approach to audit problems is sound, he will be supported by home 
office, both by the audit management and the foreign trade home 
office executives. In practice, under these circumstances as a home 
office representative, independence of thought is maintained. 


5. In addition to his audit functions, is he given authority or expected 
to make line decisions? 


No. Comments or recommendations will be received through audit 
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reports and final decisions are made and instructions issued by 
home office. 


6. What is his responsibility for installation of proper procedures and 
systems? 


The auditor, because of his wide experience in many areas and 
under varying conditions, is well qualified to make recommenda- 
tions concerning procedures and systems, and does so in his audit 
reports; however, if conditions are such that major systems and 
procedures review and installations are necessary, either the audi- 
tor may be detached from his regular assignment for the purpose, 
or a systems and procedures man be sent to the office to carry on 
to a conclusion. As audit schedules are usually tight, any major 
operations would require the use of a systems and procedures man. 


Systems and procedures recommendations made by the auditor in 
his audit report would be reviewed and instructions issued by home 
office and if they are acceptable, would be placed in operation. 


7. Is he a native of the country or area audited or is he a former domes- 
tic auditor? 


Preferably a U. S. citizens with a background of accounting and/or 
auditing experience domestically with the company. My own phil- 
osophy is that auditors are the representatives of the owners and 
managers of the business, and should be trained in American busi- 
ness methods. At times we have employed nationals of other coun- 
tries, but have found that a six months’ visit to the U. S. for train- 
ing and indoctrination in our business methods and procedures is a 
paying proposition. 


A-U-D-I-T-O-R 
By J. J. FORD 
Supervisor of Factory Accounting and Cost, Frigidaire Division, G. M. C. 


I would like to define the word “Auditor” from the standpoint of 
the person rather than of the detailed activities pertaining to an audit. 


I would like to separate the seven letters of the world A-U-D-I- 
T-O-R and have each letter stand for what I think are the most import- 
ant items to bear in mind as the audit progresses. In my mind “A” 
stands for “Approach,” “U” for “Understanding,” “D” for “Determin- 





The Student’s Department 81 


ation,” “I” for “Initiative,” “T” for “Thoughtfulness,” “O” for “Organ- 


ization” and “R” for “Reporting.” Now, to define these seven letters 
further, I think: 


ApprRoAcH is one of the more important matters to be considered 
by an auditor. Failure in this one matter alone may contribute mater- 
ially to poor acceptance. Is is only natural that there is a certain amount 
of potential resentment against an auditor or any person, strange to 
the group, who is introduced into a group for the purpose of verifying 
figures or instituting procedures. Therefore it is important that the 
auditor do nothing to increase this natural resentment, but rather do 
all he can to be respectful to the individuals whose work he is auditing. 
Thus the auditor will in turn receive the respect he would like to have 
and should deserve. 


UNDERSTANDING is something the auditor should have in relation to 
the audit he is to make as well as the conditions which prevail in the 
operations he is auditing. Outspoken opinions based on theoretical 
instead of actual conditions will oftentimes create undesirable impres- 
sions that are not conducive to smooth relationships. No one likes to be 
told he is all wrong, so why not find out the reasons why something 
was done the way it was (possibly six to twelve months ago) instead 
of why it wasn’t done some other way? The indirect approach will 
obtain the same result, but will not disturb the responsible individual 
nearly as much. 


DETERMINATION is something an Auditor has but a “checker” does 
not have. An audit program should be prepared carefully and followed 
closely during the progress of the audit in order to eliminate duplica- 
tion of work papers. The auditor should always have the determina- 
tion to see that the records are correct, rather than a determination to 
find an error. The result may be the same for the auditor but certainly 
not for those whose work is being audited. 


IniTIATIVE is closely allied with imagination, for without imagina- 
tion there would be very little initiative and no progressive thinking. 
The auditor should, upon the completion of his audit and after care- 
fully correlating his materials, have some definite ideas as to whether 
the work is being performed or the system is being operated efficiently. 
If not, he should have definite ideas for simplification, elimination, or 
improvement. There may be much more important than the accuracy 
of the records. The ideas should be carefully checked before submission, 
because nothing draws ridicule more often than an impractical recom- 
mendation. 
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THOUGHTFULNEss is something we can all use more of, particu- 
larly in relationship to the other fellow. All folks are human and 
humans thrive on friendship with one another. Be friendly; it doesn’t 
cost anything; it doesn’t take up any room, and it results in more suc- 
cessful audits. Friendliness with thoughtfulness is an unbeatable com- 
bination. 


ORGANIZATION is important to the auditor in two senses. He must 
know the organization of the company and he must organize his 
thoughts and facts as the audit proceeds. Both of these “organziations” 
are important in saving time and in eliminating duplication of work. 
He should know something about the personnel who make up the organ- 
ization, particularly about their knowledge of and experience with the 
procedure he happens to be appraising. 


Reports should be a full statement of the scope of the audit, the 
procedure followed, and the deviations noted; putting first things first, 
noting minor irregularities, commenting upon the operations, and set- 
ting forth the auditor’s honest opinions of conditions, personnel, etc. 
Audit reports should be made for reading and study. An auditor should 
express his ideas based on sound thinking and experience. When he is 
limited to noting variations from procedures prescribed in a manual, 
then the manual has become an ineffective working tool for that audi- 
tor. Improvements are the result of good thinking, and audits made 
without a generous sprinkling of good thinking may indicate an audit 
program that is as antiquated as the horse and buggy. 


INTERNAL AUDITING CHECK LIST 


Every audit program must be tailored to the requirements of the 
company being audited. However, there are certain basic checks which 
are quite universal. It is the objective of this section to develop over a 
period of time a tabulation of such checks for the purpose of: (a) assist- 
ing and guiding an auditor in his day-to-day work, and (b) helping 
those who are charged with the responsibility of developing an auditing 
manual for their companies. 


This list cannot reach a stature where it may be considered fairly 
complete unless we all participate in its building. If the list does not 
contain certain checks which you or your company make, please send 
them in. Likewise, if you disagree with any shown, please let us know 
and why. Together we may be able to develop an overall set of stand- 
ards acceptable everywhere as basic for the profession. 


1. 


j 
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CASH ON HAND AND IN BANKS 


Cash on hand. 


1.1 


1.3 
1.4 
1.5 


1.6 


1.7 


1.8 


1.9 


1.15 


1.14 


In the presence of the cashier, inventory cash and reconcile 
with cash book and teller’s daily statements. 


Investigate all checks included in the inventory. 
1.21 Review for post-dated checks and old checks. 


1.22 Ascertain that checks cashed have been approved in 
accordance with company procedures. 


1.23 Make a record of all checks for tracing to the receipted 
copy of deposit slips. 


Investigate all checks on hand, but not recorded in cash book. 
List and investigate all cash items in the cash drawer. 


Verify cash book totals for elapsed period of the month in 
which the inventory is taken; also for period of audit. 


Make sure that physical facilities provided for safeguarding 
cash in the possession of the cashier or tellers are adequate. 


Ascertain policy in respect to acceptance of post-dated checks, 
1.0.U.’s, and other evidence of loans or advances and check to 
see that such policies are in effect. 


Determine that safe combinations are restricted to a minimum 
number of employees. 


Determine whether safe combinations are changed periodical- 
ly and at each change of personnel. 
Ascertain whether cash inventories are taken at each rotation 


of tellers and when substitute tellers are employed during 
periods of illness or vacation, etc. 


Ascertain whether proper rotation is made of such employees. 


Ascertain whether tellers and others handling cash are re- 
quired to take their vacations and whether such vacations are 
for consecutive days. 


Ascertain whether independent funds are used by substitutes 
during lunch periods and other intervals when the teller or 
cashier is absent. 


Ascertain that specific accountability is established and that 
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there is no divided responsibility in respect to the handling of 
cash. 


Investigate burglary and hold-up insurance. 
Investigate bonding of employees who handle cash. 
Items other than cash to be inventoried. 


1.171 Inventory all securities, bonds, stock certificates, notes 
receivable, and other items, compiling a numerical list 
under each category, and check with respective ledger 
account. 


1.172 Inventory securities in safe deposit boxes and in the 
custody of the Treasury Division and reconcile with 
respective ledger controlling accounts. 


1.173 Examine all securities for proper execution, endorse- 
ments, assignments, etc. 


2. Petty cash. 


to 
to 


2.6 


2.7 


to 
Qo 


Inventory all petty cash funds. 


Ascertain that proper controls have been established in respect 
to petty cash funds and whether such funds are kept at a 
minimum. 


In case the procedures do not provide for a definite limit on 
petty cash (imprest fund), determine whether a change should 
be recommended. 


Check to see whether increases or decreases in the established 
amount of petty cash funds have been authorized properly. 


Ascertain whether such funds are counted and verified period- 
ically by someone other than the person handling the funds. 


Determine that proper receipts and authorizations are ob- 
tained from payee for each petty cash disbursement. 


Check to see that each petty cash receipt is stamped “paid,” 
made out in ink, properly signed by the individual submitting 
the voucher indicating receipt of the stated amount. 


Test check petty cash voucher to ascertain whether proper 
accounting distribution has been made. 
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4. Cash in banks. 


5.1 
5.2 


5.3 


3.4 


3.5 


5.6 


3.7 


3.8 


Verify balance in each bank account. 


Arrange to secure direct from each bank certification of the 
company’s cash balance in the bank and of any liabilities 
which may have been incurred with the bank as of the time 
of reconcilement. 


Reconcile bank account. 


3.31 In the event that the reconcilement is made on a day 
other than the end of the month, the bank shall be re- 
quested to forward a bank statement and cancelled 
checks up to that date. 


Oheck cash balances as shown on bank certifications with the 
cash book and ledger balances. 


Checks outstanding at the end of the period shall be listed, 
usually showing number, date, name of payee, and amount. 


Examine each check listed as outstanding on the previous 
reconcilement to ascertain that it was paid subsequent to that 
date and that the payee’s name agrees with that listed; also 
that proper endorsement was secured. If not paid, ascertain 
whether it was credited back to cash or whether it is still 
outstanding. Investigate all old items shown as outstanding. 


Ascertain whether bank accounts are being reconciled regu- 
larly throughout the year. 


Determine whether proper intervals exist for cash in transit 
and that there is no unreasonable lapse of time from date of 
receipt to date of deposit. 


(Next Issue, Cash Receipts and Fraud Possibilities) 


It is the highest form of self-respect to admit mistakes and to make 
amends for them. 


—Joun J. McCroy. 





ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


Subject: Some Challenges to Accounting 
By: GAY CARROLL, Controller, Humble Oil & Refining Company 
Published in the Accounting Review, January 195] 


In this thought-provoking article, Mr. Carroll presents a critical 
review of the subject of accounting today: what accounting has 
accomplished, what its short-comings are, and what is yet to 
done. With an unprejudiced eye, the author holds up for examina- 
tion not only the effects of current developments in business upon 
accounting processes but also the more or less controversial issues 
relating to accounting which seem to arise out of ever-changing 
business conditions. 


At the outset, the author enumerates the current trends, the attend- 
ant impacts upon accounting processes and the challenging aspects 
engendered. Firstly, the accounting profession as a whole must 
make a greater contribution to the resolving of the accounting issues 
arising out of a need for more realistic financial reporting to satisfy 
not only management but also other interested parties. With the de- 
cline in the purchasing power of the dollar, and continually rising 
price levels, accountants must devise, according to the author, new 
ways of computing a net income figure which truly reflects chang- 
ing values. Secondly, the increase in the number of people doing 
accounting and clerical work should give accountants cause for con- 
cern. The accountant must be alert to opportunities for cost reduc- 
tion: he can help by keeping administrative costs down by devising 
more economical ways of doing accounting and clerical work. 


As for the encouraging trends, the author emphasizes the fact that 
accounting has become a recognized profession. Furthermore, there 
are instances in business today where accountants have risen to 
top positions in corporations even to those of president and vice 
president. The experience that the accountant gains in all phases of 
the business is recognized as invaluable. Even so, the author feels 
that more can be done in the realm of personal development to raise 
the accounting profession to a higher plane. 


The short-comings of accounting, according to the author, rest 
chiefly in a notable lack of uniformity in accounting policies and 
procedures and in the inconsistencies of financial reporting. He 
emphasizes the need for definite standards and for more objective 
reporting, all of which will tend to erase some of the public’s 
mistrust and will make financial reports more easily understood 
by people not conversant with accounting terminology. Here, the 
accountant can contribute much. To illustrate, the author cites 
examples of contradictions in some accounting processes, not only 
among different industries but within the same industry. Further- 
more, he points up the fact that the meaning of the term “generally 
accepted accounting principles” is far from fixed and may have sev- 
eral meanings under different circumstances. 


In conclusion, the author stresses the need for unity and leadership 
in the accounting profession and proposes definite ways for accom- 
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plishing these objectives. His proposals include the appointment 
of a national committee composed of representatives from various 
professional societies, a program of research in accounting and the 
promulgation of accounting principles, techniques and procedures. 
Lastly, current ideas on education of young men interested in ac 
counting as a career should be re-examined in the light of greater 
emphasis upon internship training. 


In this comprehensive paper, Mr. Carroll has appraised the subject 
of accounting, stressing its disappointments and pointing up what 
can be done. In so doing, he offers a stimulating and provocative 
paper of interest to all members of the accounting and auditing 
professions. 


Subject: Bombs Do Not Respect Vital Business Records 


By: E. J. LEAHY and R. A. Shiff, President and Director of Research, 
respectively, of the National Records Management Council 


Published in The Controller, March, 1951 


In this article the authors report their findings on what has been 
the experience of leading European industries during World War 
II. It is their conclusion that the best protection of business records 
can be afforded by, one, the duplication of vital records and, two, 
their safe storage at dispersal points. 


At the outset, the authors point out that bomb blast caused far 
less damage to business records than the fire caused by bombing 
and the water used to extinguish the flames. Also, some losses were 
incurred during the actual moving of records and some damage to 
records was caused by unfavorable storage conditions. 


To illustrate, the authors discuss in detail the experiences of Eng 
lish, Dutch and French firms in carrying out their records protec- 
tion programs. Each company’s program had a two-fold objective: 
duplication and dispersal. The determination of what records to 
duplicate was the responsibility of each department or division of 
the company. In several instances accounting personnel as well as 
records were moved out of the target area 


Continuing their discussion, the authors deal with problems of the 
actual storing of records and the hazards encountered such as water, 
fire and pilferage. In several instances the selection of vaults or 
similar strong rooms by some companies saved these companies 
much labor and the inconveniences experienced by less fortunate 
companies. 

Another form of hazard was that encountered during the actual 
moving of records from one place to another. Here the risk involved 
seizure by the enemy or actual destruction by enemy planes. 

In this paper the authors have presented some of the lessons learned 
in World War II, together with proved methods of records pro 
tection. Their suggestions can be of value in the contemplation of 
any preparedness program and their findings, based on actual 
experiences during the last war, are both timely and important to 
all concerned with a company’s security program 


Subject: Internal Auditing: A Tool of Management 


By: J. O. DAVIES, Chief Internal Auditor, National Coal Board, London 
England 


Published in The Accountant, 6th January, 1951 


Mr. J. O. Davies, the author of this article, is a member of the 
London Chapter of Tue Institute; and in reading this paper it is 
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interesting to note how closely his views on internal auditing par- 
allel current thinking in this country, Even more noteworthy is 
the author’s extension of the appraisal function of internal auditing 
to non-accounting functions so that it becomes an even more valu- 
able tool of management. 


At the outset, the author describes the nature of management - 
the nature of internal auditing. He recognizes management as 
control which ties together all the activities of a business and which 
consists of several techniques, one of which is interna! auditing. 
In the course of describing generally the purposes of internal audit- 
ing, Mr. Davies gives due emphasis to the appraisal function. He 
sums up by stating that the internal auditor is to investigate, to 
report, and to advise, thereby helping management in coordinating 
performance with obectives. 


To make more specific the duties of the internal auditor, the author 
compares the functions of the internal auditor with those of the out- 
side auditor and the management consultant. In the words of the 
author, the outside auditor’s approach is through the balance sheet 
while that of the internal auditor is through the organization chart 
where weaknesses in internal check are often disclosed. 


The expanding operations of a business have made direct super- 
vision by top management physically impossible. Internal auditing 
can serve management as an agency in seeing that company policy 
is being adhered to and as an independent check on operations of 
the business. Mr. Davies then provides further illustrations with 
explanations of how the internal auditor through his reports can 
serve management. Some of the matters discussed in these illustra- 
tions are: 


Accuracy of financial statements 

Protection of assets 

Labor relations 

Maintenance of standards 

Review of work loads 

Selection for promotion 
Lastly, the author discusses the role of the internal auditor as 
a spreader of good-will. In this connection the internal auditor can 
help by explaining company policy to line executives and thereby 


bring about better understanding between top management and 
those at other management levels. 


In closing, Mr. Davies comments upon the further development of 
internal auditing and its increasing usefulness as a tool of manage- 
ment. 


Subject: Work of a Manuals and Procedures Section 


By: ROBERT W. GRIM, Supervisor, Manuals and Procedures Section, 
Owens-lllinois Glass Company 


Published in the N.A.C.A. Bulletin, March, 1951 


In this interesting discussion of the function of a Manuals and Pro- 
cedures Section, Mr. Grim, in the light of his experience, gives the 
essentials of a manuals program. His company’s belief in pro- 
cedure manuals is evidenced by the fact that they work. 


In his company, Mr. Grim states, the manuals and procedures sec- 
tion is part of the comptroller’s staff. Its functions are to coordinate 
the work involved in the actual preparation of the procedures, to 
distribute the procedures, and to see that the procedures are kept 
current. It services in these respects not only the accounting depart- 
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ment and related activities but also, upon request, various other 
departments such as purchasing, tax, and insurance. 


Mr. Grim lists eleven steps in manual preparation wherein are 
contained the established procedure for the development and pre- 
paration of a manual. These steps are basic to all manuals; each 
manual is further designed to meet the needs of the intended 
users. 


The author stresses the importance of maintaining and keeping up- 
to-date the distribution lists as well as the manual itself. Without 
constant revision full benefits of the procedures manual cannot be 
obtained and a neglect in this respect can often wreck the whole 
procedures manual program. 


Subject: The Accountant's Responsibility in Preparing for Possible 


By 


Attack 
T. REGINALD CLOAKE, C.P.A., Fedde and Company 
Published in the Journal of Accountancy, February, 1951! 


The editor’s note to this article states that Mr. Cloake presided at 
a recent meeting of the New York Chapter of Tue Institute or 
INTERNAL Aupitors during which a panel discussion of the account- 
ant’s responsibility in preparing for possible air attack ensued. This 
article is an caapends of that meeting. 


At the outset the author defines the accountant’s area of responsi- 
bility; the preservation of those business records essential to the con- 
tinued operation of the business. This involves chiefly the duplica- 
tion of records and the preservation thereof. The duplication of 
records gives rise to certain problems: the selection of a duplicating 
process, the determination of what records to duplicate, and the 
devising of an index and a classification system. 


Mr. Cloake discusses fully how the duplication of records can be 
best accomplished; microfilming, account listings, and carbon copies 
are some of the ways. An essential of any microfilming program is 
an early statement of policy and instruction. To illustrate, the 
author cites procedures which some industrial firms have already 
adopted in carrying out their security programs. 


Mr. Cloake suggests that any preparedness program should contem- 
plate the decentralization of administration. This can best be accom- 
plished, the author suggests, one, by establishing of individual self- 
sufficient units and, two, by the shifting of key personnel who could 
carry on should the home office be made inoperative. Any re-ar- 
rangements of the administrative flow of the work should be made 
with a view towards the self-sufficiency of the individual units. 


Other phases of the security plan dealt with by the author include 
chiefly inventory problems and related insurance coverage. Both 
again call for the duplication of records and safe storage of dupli- 
cates. The setting-up of reserve stocks, stock-piling at various loca- 
tions, and the use of alternate supply routes are possible emergency 
measures. 


Subject: Proceedings of the Twelfth Annual Institute on Accounting 


Ohio State University Publications 
College of Commercial Conference series—Number C 69 


This volume is largely devoted to the addresses made at the Twelfth 
Annual Institute on Accounting held last year in Columbus, Ohio, 
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and sponsored by Ohio State University. The following technical 
papers of current interest are included: 


The Federal Incentive Income Tax Plan 
Frank William Main 
The Effect of the Capital Gain and Loss Provisions in Business 
and Investment Decisions 
Arthur B. Moll 


Multiple Plant Accounting 
C. E. Headlee 


Cost Control and Cost Reduction—The Fundamental Responsi- 
bility of the Industrial Accountant 
Logan Monroe 


The Function of Accounting in Modern Management 
William Herbert Carr 
Recognizing Current Price Levels in the Profit and Loss State- 
ment and in the Balance Sheet 
H. T. McAnly 


A. Reconsideration of Criteria of Realization of Business Income 
Perry Mason 


The Internal Auditor as an Aid to Management Problems. 


J. B. Parker 


The wide range of interests represented in these topics attests to 
the increased scope of accounting and the increased responsibilities 
of the accountant. 


TRANSFER BINDERS 


ROM time to time, Tue Instirute office has received requests for 

binders that could be used for back issues of the Internal Auditor. 
Order has now been placed for a supply, and delivery is expected about 
June 15. The binders which were decided upon look like a thick volume; 
are bound in dark blue fabrikoid and are stamped on cover and back 
with “INTERNAL AUDITOR” and Tue Instirute name. 


The binder itself is in the form of a box which is of sufficient capac- 
it to hold eight issues (two years) of our quarterly. The back and front 
cover are hinged to the back so that, when closed, the box looks like a 
regular bound volume. To those of you who are familiar with the 
transfer binders offered for the Journal of Accountancy and the 
N.A.C.A. Bulletin, our binder will be the same. To those who may not 
be familiar with this style of binder (and to whom our description may 
not be particularly clear), we offer the assurance that the binder is 
good-looking and serviceable. 


The price of the binders is $2.50 each; please send your orders to 
Tue Instirute office, 120 Wall Street, New York. 


—Tue Instirute OFrrice. 








EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue Institute or INTERNAL Auprirors, Room 5307, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” number. 








AUDITORS — FOREIGN EMPLOYMENT 


Major oil company with extensive operations in Middle 
East requires qualified auditors for immediate and future 
openings. Corporation experience preferred. Salary com- 
mensurate with experience and training. Write giving 
full particulars regarding personal history and work 


experience. Box No. E 158. 


SUBSCRIPTION ORDER 


Tue INTERNAL AupIToR, 
120 Wall Street, 

Room 3307, 

New York 5, N. Y. 


Please enter my subscription for THe INTERNAL AUDITOR 


FOF..........200.00..0e.- Year(s) beginning with the issue for the inate 
quarter, at the rate of $4.00 per year. 


ID heitesesincnnicnnnens in payment thereof. 


(Signed) ..... idnlihdinlicasiihasbaaipaetanis 
UE <seubtbiasisiesetadaiiaasedie Sebintsibeitapeaiapndadiadicnumvaiciaal 
City serine satel — wae 


State sale al ” So uladisteigidesnicadeiiniadtuimieas 
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Publications of The Institute of Internal Auditors 


Increasing the Usefulness of Internal Auditing 


ADDRESSES Presented ot the 
SIXTH ANNUAL CONFERENCE oF THE INSTITUTE — 1947 


SUMMARY of recent trends showi broedening os oe 
of internal Auditing. Individval aries a Specific. phoser 


eral ona a Aeditng, 
pralaa ial Sf te Systems Internal yo ey case histories of 
rvice. 





"Trico $2.50 





Internal Auditing in Industry 
Edited by VICTOR Z. BRINK ond BRADFORD CADMUS 


presentation of the specialized internal control and internal auditing tech- 
A niques applicable to 4 range of selected industries, such as petroleum, 
insurance, motion pictures, benking, utilities. 


Price $5.00 





Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 


1S volume comprises six parts: |. Internal Auditing Techniques, I!. Internal 
Auditing and —— 7% Hil, Internal Auditing end Public Accounting, 
IV. Internal Auditing o urities and Exchange C Vv. 

Auditing and Wartime Problems, and Vi. internal TAuditing and the Future. 








Managerial Control Through Internal Auditing 


Prepared by the Research Committee of 
THE INSTITUTE OF INTERNAL AUDITORS 


ODERN internal Auditing lies in the area of management control. This 

M concise volume has been published to a business management in 
@ utilization of its internal auditing staff; as . tool of management, 
modern internal auditing has progressed fer bowed the arithmetical veriticatior 
of eccounts, records end financial statements; how it has become @ complete 
intra-company financial and operationa! review embracing perfection of the 
system of internal control and reliable assurance of adherence to the rans 


of performance. Price $2.00 


Order any of above publications from your favorite bookseller or directly from 
BROCK and WALLSTON, Publishers, 39 Atlantic St., Stamford, Conn. 








Other Publications on Internal Auditing 


INTERNAL AUDITING—by Victor Z. Brink 
A text and guide book to Internal Auditing 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 
by WALTER H. KAMP and JAMES A. CASHIN 


A case history description of an internal control program and coordinated internal 
auditing practices. 


Brock and Wallston—39 Atlantic Street—Stamford, Conn. 


BASIC INTERNAL AUDITING, PRINCIPLES AND TECHNIQUES $2.75 
by JOHN B. THURSTON 
An introductory book describing the importance of modern internal auditing and its 
basic principles and procedures. 


International Textbook Company—Scranton, Pa, 























